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PENTAGON  FINANCIAL  MANAGEMENT 

PROBLEMS 


THURSDAY,  JULY  1,  1993 

U.S.  Senate, 
Committee  on  Governmental  Affairs, 

Washington,  D.C. 
The  Committee  met,  pursuant  to  notice,  at  9:34  a.m.,  in  room 
SD-342,  Dirksen  Senate  Office  Building,  Hon.  John  Glenn,  Chair- 
man of  the  Committee,  presiding. 

Present:  Senators  Glenn,  Nunn,  Levin,  Dorgan,  Stevens,  Cohen, 
and  Cochran. 

OPENING  STATEMENT  OF  CHAIRMAN  GLENN 

Chairman  Glenn.  The  hearing  will  be  in  order. 

Good  morning.  Today  the  Committee  on  Governmental  Affairs 
meets  to  review  the  financial  management  of  the  Department  of 
Defense.  The  Committee  is  no  stranger  to  the  Pentagon's  financial 
track  record.  This  is  our  fourth  hearing  on  the  subject  in  3  years, 
and  we  had  some  hearings  even  before  that  time.  We  have  held  two 
hearings  to  examine  financial  audits  of  the  Air  Force,  and  last  Au- 
gust we  reviewed  the  first  ever  complete  financial  audit  of  the 
Army. 

I  would  say  the  reason  the  Air  Force  was  picked  was  not  because 
we  thought  they  had  particular  problems.  It  was  just  the  opposite. 
We  thought  that  the  Air  Force  probably  had  the  best  financial 
management  system  of  all  the  services,  and  so  we,  in  cooperation 
with  GAO,  decided  that  was  the  way  to  go  first,  to  see  what  prob- 
lems existed  there,  and  then  go  on  to  the  other  services.  This  has 
been  expanded  now  to  the  Army  as  sort  of  a  model,  a  test  program 
of  monitoring  what  the  Army  is  doing  also. 

Today  we  will  be  looking  at  the  Defense  Department's  compli- 
ance with  the  Chief  Financial  Officers  Act,  the  CFO  Act,  which  was 
a  product  of  this  Committee.  A  major  focus  will  be  the  fiscal  year 
1992  financial  audits  for  the  Army,  the  Air  Force,  and  the  Defense 
Business  Operations  Fund,  DBOF,  which  were  published  just  yes- 
terday. On  July  20,  the  Committee  will  hold  a  similar  hearing  to 
review  the  CFO  Act  audits  of  domestic  agencies. 

First,  let  me  start  by  commending  the  Defense  Department  and 
the  military  services  for  their  efforts  to  improve  their  financial 
management  practices.  Now,  I  recognize  that  this  is  a  difficult  task 
and  that  certain  problems  have  taken  years  to  resolve  and  that  the 
Pentagon,  like  so  much  of  the  Federal  Government,  has  inherited 
a  culture  in  which  financial  management  never  really  was  empha- 
sized. 

(l) 


The  CFO  Act  in  1990  started  momentum  in  the  right  direction. 
Still,  it  is  the  job  of  all  of  our  witnesses  here  this  morning  to  not 
only  drive  financial  management  improvements,  but  also  to  change 
the  culture  of  the  Agencies.  Accountability  to  the  public  is  mean- 
ingless without  accountability  for  public  funds. 

Now,  I  am  pleased  to  see  that  the  Army,  the  Air  Force,  and  the 
Pentagon  overall  are  beginning  to  pay  more  attention  to  financial 
management  issues.  For  instance,  the  Army  and,  quite  recently, 
the  Air  Force  have  created  steering  committees  to  handle  corrective 
actions  on  audit  findings,  and  the  Navy  has  responded  to  a  $12  bil- 
lion worth  of  potential  check-writing  blunders  by  establishing  Tiger 
Teams  to  examine  its  unmatched  disbursements.  And  by  forcing  a 
full-scale  review  of  the  DBOF,  the  Pentagon  finally  is  acknowledg- 
ing that  this  critical  part  of  its  financial  operations  needs  to  be 
overhauled  if  DBOF  is  going  to  play  a  credible  part  in  the  Depart- 
ment's future.  All  of  these  are  positive  steps  and  important  for 
strengthening  the  military's  stewardship  of  tax  dollars  and  for  en- 
suring the  continued  readiness  of  our  Armed  Forces. 

At  the  same  time,  however,  the  audits  released  yesterday  show 
that  the  Pentagon  has  far  to  go  to  improve  financial  practices  and 
eliminate  internal  control  problems.  These  audit  findings,  combined 
with  other  issues  of  financial  integrity  and  accountability,  show 
that  responsible  stewardship  has  yet  to  be  fully  achieved. 

What  disturbs  me  most  about  the  audit  perhaps  is  the  continued 
lack  of  progress  in  solving  some  of  the  very  problems  the  military 
services  last  year  promised  this  Committee  they  would  fix.  In  fact, 
it  went  beyond  last  year.  It  goes  back  about  3  years. 

The  Army's  inaccurate  records  for  military  equipment  and  real 
property  remain  uncorrected  and,  hence,  still  pose  serious  ques- 
tions for  readiness,  for  military  downsizing,  and  for  responsible 
spending. 

The  Air  Force  Audit  Agency  reports  that  the  Air  Force  for  its 
part  has  made  virtually  no  progress  from  last  year  in  strengthen- 
ing its  internal  control-related  problems.  It  can't  even  audit  some 
accounts  because  the  records  are  not  there  or  not  complete  enough 
to  do  it. 

This  is  a  critical  point.  In  February  of  1992,  this  Committee 
warned  the  Air  Force  that  its  continued  inattention  to  internal  con- 
trols which  had  been  highlighted  in  numerous  GAO  reports  could 
undermine  their  stewardship  of  tax  dollars  and  potentially  lead  to 
waste  and  fraud. 

Sure  enough,  last  fall  at  Reese  Air  Force  Base,  Lubbock,  Texas, 
inadequate  attention  to  internal  controls  allowed  an  accountant  to 
steal  some  $2  million  over  3  years.  And  it  wasn't  the  Air  Force  that 
caught  him.  He  was  investigated  by  the  Drug  Enforcement  Admin- 
istration, DEA,  when  his  neighbors  became  suspicious  of  his  flashy 
life-style  and  turned  him  in.  I  doubt  the  folks  at  Reese  would  ever 
have  caught  on.  Why  does  it  take  stealing  $2  million  before  we  get 
somebody's  attention? 

Better  attention  to  internal  controls  might  have  stopped  the 
Army  from  paying  deserters,  and  even  a  dead  deserter,  soldiers  on 
AWOL,  and  in  at  least  one  case  a  ghost  employee  who  never  ex- 
isted at  all.  This  problem  was  discovered  only  after  GAO,  during 
its  latest  audit  of  the  Army,  realized  that  the  Army  and  the  De- 


fense  Finance  and  Accounting  Service,  DFAS,  had  not  bothered  to 
investigate  differences  between  its  personnel  records  and  its  payroll 
records.  Then  it  took  months  of  GAO  arm-twisting  before  Army 
DFAS  agreed  to  seriously  look  into  the  matter. 

Well,  the  result  is  now  a  criminal  investigation  to  determine  the 
extent  of  and  find  the  culprits  responsible  for  financial  fraud  in  the 
military  payroll  system.  So  like  with  the  Air  Force,  I  must  ask  of 
the  Army  and  DFAS,why  does  it  take  criminal  investigation  before 
we  get  paying  attention  to  internal  controls? 

I  am  also  concerned  about  internal  controls  in  the  contracts  pay- 
ment system.  Just  from  October  of  1992  to  April  of  1993,  about  6 
months,  the  Defense  Finance  and  Accounting  Service  had  some 
$751  million  returned  by  contractors.  So  we  are  not  talking  small 
money  here,  $751  million  returned  by  contractors  who  conceded 
they  were  not  owed  the  money  to  begin  with. 

Some  of  that  was  because  DFAS  went  out  and  made  their— they 
realized  they  had  made  a  mistake,  asked  for  some  back,  but  almost 
$500  million  of  that  came  back  in  from  contractors  who,  when  they 
got  the  check,  said,  oh,  we  never  sent  you  a  bill  for  that. 

Since  DFAS  apparently  has  no  routine  process  for  detecting  over- 
payments and  their  books  are  so  bad,  they  have  had  to  hire  a  pub- 
lic accounting  firm  at  a  cost,  GAO  tells  us,  of  $6  million  a  year  to 
figure  out  what  happened.  That  is  a  real  squandering  of  tax  dol- 
lars, and  I  have  asked  GAO  to  immediately  determine  the  extent 
of  the  problem  and  report  back  to  the  Committee. 

Those  are  just  a  couple  of  the  examples  that  the  Comptroller 
General  will  get  into  in  his  testimony  this  morning. 

Financial  management  progress  at  the  Pentagon  can  only  be 
made  if  the  Office  of  the  Comptroller  shows  the  leadership  nec- 
essary to  implement  the  spirit  and  letter  of  the  CFO  Act.  The 
Comptroller's  office  must  support  and  drive  CFO  Act-related 
changes  and  must  establish  priorities  to  effectively  use  the  Penta- 
gon's financial  management  resources. 

The  Comptroller's  office  must  insist  on  better  accountability 
which,  in  my  opinion,  won't  happen  if  the  Pentagon  continues  to 
downplay  or  ignore  certain  problems  such  as  refusing  to  allow  the 
Army  to  show  environmental  unfunded  liabilities  on  its  financial 
statement,  or  to  reject  the  Navy's  desire  to  list  its  problem  with  un- 
matched disbursements  as  a  material  internal  control  weakness  as 
required  by  the  Federal  Managers'  Financial  Integrity  Act. 

Further,  I  still  question  the  Defense  Department's  1992  Finan- 
cial Integrity  Act  statement.  As  I  wrote  in  April  to  Secretary  Aspin, 
Congress  never  intended  that  Agencies  would  provide  statements  of 
assurance,  they  are  called,  under  FMFIA  when  such  glaring  finan- 
cial integrity  and  accountability  problems  remain  unresolved.  Dr. 
Perry  has  written  back  that  he  will  reexamine  how  the  Pentagon 
reports  to  Congress  under  FMFIA,  and  I  look  forward  in  the  future 
to  what  I  view  as  a  more  honest  assessment  of  the  Department's 
financial  integrity  condition. 

Finally,  let  me  welcome  our  witnesses  here  this  morning.  As  al- 
ways, we  are  pleased  to  have  with  us  Charles  Bowsher,  Comptrol- 
ler General  of  the  United  States,  who  will  be  on  our  first  panel. 
Then  we  will  hear  from  Jackie  Crawford,  the  Auditor  General  of 


the  Air  Force,  and  Robert  Lieberman,  Defense  Department  Assist- 
ant Inspector  General  for  Audit  on  our  second  panel. 

Our  final  panel  this  morning  consists  of  Alvin  Tucker,  Acting 
Chief  Financial  Officer  of  the  Defense  Department;  John  Beach, 
Principal  Deputy  Assistant  Secretary  for  Financial  Management  of 
the  Air  Force;  Albert  Conte,  Principal  Deputy  Assistant  Secretary 
for  Financial  Management  of  the  Navy;  Lt.  Gen.  Merle  Freitag, 
Comptroller  of  the  Army;  and  Gary  Amlin,  Principal  Deputy  Direc- 
tor of  the  Defense  Finance  and  Accounting  Service. 

We  thank  you  all  for  joining  us  here  this  morning.  We  look  for- 
ward to  your  testimony.  It  is  very  disturbing  testimony.  I  have  read 
most  of  it,  and  I  think  it  should  be  an  interesting  hearing. 

Senator  Stevens. 

Senator  Stevens.-  Let  me  yield  to  Senator  Cohen.  He  has  got  a 
prepared  statement.  I  have  been  involved  in  too  many  conferences. 
I  don't  have  a  prepared  statement. 

Chairman  Glenn.  All  right. 

Senator  Cohen.  You  mean  every  time  I  have  a  prepared  state- 
ment, I  get  to  go  first?  [Laughter.] 

OPENING  STATEMENT  OF  SENATOR  COHEN 

Senator  Cohen.  Thank  you.  I  thank  Senator  Stevens  for  yielding. 
I  will  be  brief  because  Senator  Glenn  has  covered  most  of  the  sub- 
jects that  I  wanted  to  touch  upon  during  my  own  prepared  state- 
ment, which  I  will  submit  for  the  record. 

I  was  going  to  point  out  simply  that  "Jurassic  Park"  is  a  fantasy 
that  is  very  much  in  vogue  today,  but  there  is  a  beast  out  there, 
whether  you  call  it  "deficitsaurus"  or  "fraudasaurus,"  it  is  running 
wild  throughout  urban  streets  and  rural  countrysides,  and  it  is  eat- 
ing up  the  economy  of  this  country.  Unless  we  have  some  real  iron- 
clad restraints  that  are  imposed  upon  this  beast,  it  is  going  to 
consume  this  country's  prosperity. 

We  have  just  gone  through  some  rather  difficult  moments  this 
past  week  as  the  Base  Closure  Commission  reached  some  decisions 
in  shutting  down  installations  all  across  this  country,  and  there  are 
going  to  be  sectors  of  this  country  that  are  going  to  be  totally  dev- 
astated by  those  decisions.  At  the  very  time  that  the  American  peo- 
ple are  being  told  that  we  have  got  to  save  money  because  we  are 
living  in  a  new  era  following  the  cold  war,  they  are  seeing  reports 
coming  from  our  Government  Agencies,  also  on  various  news  ac- 
counts. 

In  this  report  that  Senator  Glenn  has  referred  to,  we  have  an  ex- 
ample of  Air  Force  officials  misspending  some  $80  million  in  tax- 
payer moneys  last  year  on  the  advanced  cruise  missile  program 
and  an  active  attempt  to  cover  up  those  cost  overruns. 

There  was  a  "Primetime  Live"  television  expose  that  showed  a 
virtual  junkyard  of  rusted  motors,  generators,  vehicles,  trailers 
that  were  lying  unprotected  from  the  elements  on  the  desert  floor 
at  Tooele,  Utah,  Army  Repair  Depot,  and  this  equipment  wasn't 
supposed  to  be  junk.  It  should  have  been  reconditioned  at  a  frac- 
tion of  the  cost  it  would  take  to  replace  it,  but  70  percent  of  the 
diesel  engines  that  were  stored  there  aren't  serviceable  any  longer. 
They  had  to  be  scrapped  thanks  to  the  Army's  negligent,  if  not  non- 
existent, supervision  of  this  facility. 


The  GAO  auditors  reported,  I  would  say,  Mr.  Bowsher,  in  typical 
understatement,  that  "millions  of  dollars  may  be  wasted.  Poor  in- 
ternal control  has  led  to  increased  maintenance  costs  and  deterio- 
ration of  equipment  because  of  the  Army's  inability  to  protect 
weapons  and  equipment  from  deterioration  and  theft."  A  pretty  an- 
tiseptic way  of  describing  what  is  going  on  out  there. 

The  list  goes  on.  GAO  also  indicated  that  in  connection  with  its 
review  of  the  Air  Force  systems  for  repairable  items  which  com- 
prise about  $31  billion,  or  76  percent  of  Air  Force  inventories,  they 
found  "the  Air  Force  financial  management  systems  do  not  gen- 
erate reliable  inventory  balances  needed  to  make  sound  budget  es- 
timates and  purchase  decisions  for  repairable  items."  And  GAO  re- 
vealed that  the  Air  Force  managers  were  at  a  loss  to  explain  $182 
million  in  differences  between  inventory  amounts  recorded  on  auto- 
mated and  manual  systems. 

I  would  point  out  that  GAO  audited  only  104  items  of  a  possible 
190,000  items,  and  yet  they  found  $182  million  just  in  those  104 
items.  So  we  have  got  serious,  serious  problems  in  this  system  of 
ours,  and  unless  we  take  some  aggressive,  active  measures  now,  I 
don't  see  any  hope  of  correcting  the  problems  that  are  confronting 
this  country. 

So,  Mr.  Chairman,  thank  you  for  calling  the  hearing.  It  is  not  the 
first,  as  you  have  indicated.  We  have  been  doing  this  over  and  over 
and  over  again,  and  nothing  much  seems  to  happen.  So  the  beast 
is  out  there,  and  it  is  consuming  much  of  what  we  deem  to  be  vital 
to  this  country's  interest. 

PREPARED  STATEMENT  OF  SENATOR  COHEN 

Mr.  Chairman,  I  commend  you  for  calling  this  hearing  to  examine  what  progress 
the  Defense  Department  and  military  services  have  made  in  improving — or,  in  some 
cases,  in  establishing — effective  financial  management  systems  and  operations. 

This  committee  always  has  been  concerned  with  how  our  government  conducts 
business  and  manages  taxpayer  dollars,  but  I  would  venture  to  say  the  need  for  our 
vigilant  oversight  has  never  been  greater. 

Jurassic  Park  is  a  fantasy  very  much  in  vogue,  but  the  beast  that  may  be  known 
as  Deficitsaurus  or  Fraudasaurus  is  no  fantasy,  and  it's  running  wild  throughout 
the  urban  streets  and  rural  countryside  ravaging  our  economy  at  will.  There  is  no 
hope  to  rescue  our  future  without  imposing  sound  ironclad  restraints  against  that 
which  threatens  to  destroy  us. 

The  concept  is  simple:  It's  impossible  to  control  costs  unless  you  know  what  they 
are.  The  Defense  Department  is  a  compelling  example:  although  we  know  fiscal  year 
1994  federal  outlays  for  national  defense  programs  will  total  more  than  $270  billion, 
or  18%  of  our  budget,  a  steady  stream  oi  General  Accounting  Office  (GAO)  reports 
warns  that  DOD  cannot  control  its  costs,  because  DOD  has  failed  to  establish  the 
systems  needed  to  identify  and  account  for  those  costs. 

In  a  GAO  report  on  Financial  Management  Issues,  released  as  part  of  its  "Transi- 
tion Series"  earlier  this  year,  for  example,  the  Defense  Department  figured  promi- 
nently in  GAO  criticism  of  the  "severe,  fundamental  weaknesses  in  financial  man- 
agement" that  plague  17  "high-risk"  areas  of  government. 

GAO  said  its  financial  audits  of  the  Army  and  Air  Force  identified  over  $200  bil- 
lion in  so-called  accounting  "adjustments"  needed  to  correct  inaccurate  data,  before 
financial  statements  could  be  developed.  In  addition,  GAO  identified  another  $95 
billion  in  adjustments  needed  to  correct  outright  errors,  including  the  Army's  failure 
to  record  $11.3  billion  for  government  property  furnished  to  contractors.  Army  offi- 
cials at  one  location  reported  that  controls  were  so  poor,  they  wrote-off  government 
property  recorded  in  their  general  ledger  for  more  than  15  months,  rather  than  at- 
tempting to  reconcile  differences  between  their  records  and  the  contractors'  records. 

GAO  further  noted  that  "widespread  weaknesses  in  financial  controls  at  the  De- 

Eartment  of  Defense  have  contributed  to  unneeded  inventories,"  to  the  tune  of  $40 
illion,  "which  significantly  increased  the  risk  of  waste,  loss,  and  theft  of  billions 
more  dollars." 


I  am  well  acquainted  with  the  disgraceful  lack  of  controls  over  DOD  inventory; 
as  you  will  recall,  Mr.  Chairman,  last  year  the  Subcommittee  on  Oversight  held  a 
hearing  which  was  devoted  in  its  entirety  to  investigating  this  particular  area  of 
gross  inefficiency. 

At  a  time  when  newspapers  across  the  country  bear  daily  headlines  which  an- 
nounce military  base  closings  and  the  often  devastating  effects  on  local  economies, 
it  is  absolutely  incumbent  upon  the  Department  of  Defense  not  only  to  reduce  its 
spending,  but  also  to  ensure  that  the  taxpayer  dollars  it  does  consume  are  spent 
wisely. 

In  my  own  state  of  Maine,  Mr.  Chairman,  more  than  8%  of  the  state's  work  force, 
or  53,000  workers,  is  directly  or  indirectly  engaged  in  defense-related  work.  In  1991, 
$13  billion  in  earnings,  or  9%  of  Maine's  economy,  was  directly  attributable  to  de- 
fense spending.  The  scheduled  closing  of  Loring  Air  Force  Base  in  September,  1994 
already  has  sent  Shockwaves  throughout  the  economy,  affecting  private  businesses 
as  well  as  the  public  workers  who  are  losing  their  jobs. 

Unfortunately,  the  newspapers  also  carry  almost  daily  reports  of  outrageous 
waste,  fraud  and  abuse  in  defense  spending.  Recent  media  reports  include: 

•  Reports  by  government  investigators  that  top  Air  Force  officials  "misspent" 
$80  million  in  taxpayers'  money  last  year,  in  an  illegal  attempt  to  cover-up 
cost  overruns  on  their  Advanced  Cruise  Missile  program; 

•  A  "Primetime  Live"  television  expose  that  showed  a  virtual  junkyard  of  rusted 
motors,  generators,  vehicles  and  trailers  lying  unprotected  from  the  elements 
on  the  desert  floor  at  the  Tooele  ("TOO-ELLA"),  Utah  Army  Repair  Depot. 
This  equipment  wasn't  supposed  to  be  junk — it  should  have  been  recondi- 
tioned at  a  fraction  of  what  it  would  take  to  replace  it.  But  70%  of  the  diesel 
engines  stored  there  are  no  longer  salvageable  and  must  now  be  scrapped, 
thanks  to  the  Army's  negligent,  if  not  nonexistent,  supervision  of  this  facility. 
GAO  auditors  reported,  in  typical  understatement,  "millions  of  dollars  may  be 
wasted  .  .  .  poor  internal  control  has  led  to  increased  maintenance  costs  and 
deterioration  of  equipment  because  of  the  Army's  inabilities  to  protect  weap- 
ons and  equipment  from  deterioration  and  theft." 

•  Release  of  a  GAO  report  issued  in  connection  with  its  review  of  the  Air 
Force's  systems  for  repairable  items,  which  comprise  about  $31  billion — or 
76% — of  Air  Force  inventories.  GAO  found  that  "[T]he  Air  Force  financial 
management  systems  do  not  generate  reliable  inventory  balances  needed  to 
make  sound  budget  estimates  and  purchase  decisions  for  repairable  items." 
GAO  revealed  that  item  managers  were  at  a  loss  to  explain  $182  million  in 
differences  between  inventory  amounts  recorded  on  automated  and  manual 
systems.  GAO  audited  the  records  for  only  104  items,  out  of  a  possible 
190,000  types  of  repairable  items  held  by  Air  Force  inventories  worldwide. 
The  $182  million  in  reported  discrepancies  is  but  the  tip  of  a  massive  iceberg 
that  threatens  to  sink  all  efforts  to  develop  accurate,  useful  budget  estimates. 
The  potential  for  wasteful  spending,  not  to  mention  undetectable  fraud  and 
theft  of  inventory  should  be  of  major  concern. 

I  am  troubled  by  such  reports,  as  I  know  you  are,  Mr.  Chairman,  but  more  trou- 
bling still  are  indications  that  certain  military  service  branches  have  not  been  forth- 
coming in  recognizing  and  correcting  critical  shortcomings  in  their  financial  man- 
agement systems.  In  the  "Transition  Report"  I  mentioned  earlier,  GAO  said,  in  "re- 
cent reports  covering  the  Air  Force  .  .  .  and  the  Army,  we  cited  a  lack  of  candor 
in  reporting  serious  control  and  accounting  problems,  as  required  by  the  Federal 
Managers'  Financial  Integrity  Act  (FMFIA)." 

The  sheer  size  and  magnitude  of  the  annual  budget  for  the  Defense  Department 
puts  it  far  ahead  of  this  nation's  largest  publicly-owned  corporations,  but  as  GAO 
has  noted,  defense  managers  administer  their  programs  with  information  that  is 
neither  adequate  nor  reliable.  How  can  we  make  informed  decisions  about 
downsizing  our  military,  how  can  we  prepare  to  meet  the  security  challenges  of  a 
new  world  order,  if  we  cannot  analyze  and  compare  the  costs  and  benefits  of  our 
defense  components? 

I  understand  we  will  receive  testimony  this  morning  outlining  a  number  of  issues 
arising  from  the  efforts  of  each  of  our  nation's  military  service  branches  to  move 
their  recordkeeping  systems  into  the  20th  century.  I  recognize  that  is  a  Herculean 
task,  given  the  horrendous  condition  of  the  government's  bookkeeping  system  to 
begin  with.  Nevertheless,  these  financial  management  reforms  are  of  grave  impor- 
tance: failing  to  implement  them  poses  risks  that  could  undermine  our  defense  just 
as  seriously  as  any  external  threat.  I  look  forward  to  hearing  what  resources  the 
Defense  Department  will  muster  to  win  this  battle. 

Chairman  Glenn.  Thank  you. 


Do  you  have  any  comments  you  want  to  make? 

OPENING  STATEMENT  OF  SENATOR  STEVENS 

Senator  Stevens.  Well,  Senator  Glenn,  I  have  got  to  say,  as  you 
know  I  don't  get  to  these  hearings  as  often  as  I  should  because  you 
meet  normally  when  we  are  meeting  on  defense  appropriations.  I 
am  pleased  to  be  able  to  be  here  this  morning,  and  I  concur  in 
what  you  have  said  and  what  Senator  Cohen  has  said. 

I  do  believe  we  have  to  keep  in  mind  that  the  Soviet  system  im- 
ploded because  it  did  not  have  the  ability  to  manage  itself.  These 
hearings  could  well  be  the  tip  of  an  iceberg.  If  we  don't  understand 
the  problems  and  get  to  them  quickly,  I  think  we  are  go»ing  to  be 
in  real  difficulty. 

Chairman  Glenn.  Senator  Cochran,  do  you  have  any  comment? 

OPENING  STATEMENT  OF  SENATOR  COCHRAN 

Senator  Cochran.  Mr.  Chairman,  thank  you  very  much.  I  am 
anxious  to  hear  the  testimony  of  the  witnesses,  and  I  don't  have 
any  prejudgments  of  any  kind.  I  am  anxious  to  hear  what  the  facts 
are. 

Chairman  Glenn.  Good.  Thank  you  very  much. 

Mr.  Bowsher,  we  are  happy  to  have  you  with  us  again  this  morn- 
ing. I  think  the  very  title  of  your  testimony  this  morning  pretty 
much  says  what  direction  we  are  headed  here.  It  says,  "Financial 
Management:  DOD  Has  Not  Responded  Effectively  to  Serious, 
Long-Standing  Problems."  And  they  are  long-standing,  as  has  been 
said  several  times  this  morning  here.  It  has  gone  on  year  after  year 
after  year.  So  we  look  forward  to  your  testimony.  Thank  you  very 
much. 

TESTIMONY  OF  HON.  CHARLES  A.  BOWSHER,1  COMPTROLLER 
GENERAL,  U.S.  GENERAL  ACCOUNTING  OFFICE 

Mr.  Bowsher.  Thank  you  very  much,  Mr.  Chairman  and  other 
Senators.  It  is  our  pleasure  to  be  here.  I  wish  we  did  have  a  better 
message,  but  we  do  at  least  have  these  audits  going  on  now,  which 
I  think  is  a  tribute  to  the  CFO  Act  that  was  passed  with  the  lead- 
ership of  this  Committee,  and  this  is  our  second  audit  of  the  Army 
financial  operations.2  We  have  done  two  previous  of  the  Air  Force, 
and  I  might  say  that  the  Air  Force  auditors  took  over  that  respon- 
sibility this  year,  and  I  want  to  report  to  the  Committee  that  we 
think  that  they  have  done  a  good  job.  We  are  quite  confident  that 
the  Army  auditors  who  will  be  taking  over  the  responsibility  for  the 
audit  of  the  Army  are  ready  and  able  to  take  over  that  responsibil- 
ity. 

Our  next  assignment  will  be  the  Navy.  We  will  be  starting  that 
in  a  few  weeks,  and  we  will  be  reporting  to  you  at  that  time.  As 
you  know  and  as  I  have  testified  before,  we  expect  to  find  many 
of  the  similar  problems  at  the  Navy.  We  do  not  expect  to  find 
things  in  good  shape  there. 

But  at  least  the  auditing  is  getting  done,  and  it  is  starting  to  re- 
port the  problems,  and  hopefully  we  can  get  these  problems  worked 


1  The  prepared  statement  of  Mr.  Bowsher  appears  on  page  69. 

2 Financial  Audit:  Examination  of  the  Army's  Financial  Statements  for  Fiscal  Years  1992  and 
1991.  (GAO/AIMD-93-1,  June  1993)  appears  on  p.  93. 


8 

on  and  solved.  I  think  it  is  very  important,  as  many  of  you  Sen- 
ators have  just  pointed  out,  that  there  are  big  dollars  here  involved 
in  the  lack  of  controls  and  the  lack  of  being  able  to  account  for 
them.  And  there  is  pretty  much  a  finite  ceiling  on  what  we  can 
spend  on  defense  now,  both  in  the  terms  of  the  budget,  but  also  in 
just  what  our  country  can  afford.  And  so  when  money  is  wasted  on 
any  of  these  issues,  like  inventory  problems  or  payroll  checks  being 
sent  to  people  that  are  no  longer  in  the  Army  and  things  like  that, 
it  means  money  can't  be  spent  on  something  that  is  required  for 
our  National  defense. 

The  current  problems,  I  am  just  going  to  cite  briefly,  but  I  would 
also  like  to  explain  what  I  think  are  some  of  the  emerging  prob- 
lems, too,  in  the  defense  financial  management  structure.  One  of 
the  things  we  were  able  to  do  in  this  audit  that  we  didn't  do  in  the 
previous  audits  is  look  very  carefully  at  the  payroll  systems.  What 
you  have  today  is  that  the  Office  of  the  Secretary  of  Defense  has 
taken  over  control  of  the  payroll  under  the  DFAS  system,  but  the 
personnel  systems  remain  with  the  military  services.  What  we  did 
is  to  compare  the  records  of  one  system  to  the  other,  and  that  is 
where  we  initially  found  as  many  as  200,000  people  with  discrep- 
ancies in  one  system  versus  the  other.  We  finally  worked  that 
down,  and  now  the  criminal  investigators  for  the  Army  are  looking 
at  2,300  individual  cases. 

But,  obviously,  a  lot  of  people  were  sent  paychecks  that  shouldn't 
have  been  sent  paychecks,  and  one  of  the  problems  you  have  is 
what  I  call  a  systems  problem.  You  have  two  major  systems,  the 
personnel  record  system  and  the  payroll  record  system.  They  are 
not  properly  integrated  and  coordinated. 

The  year-end  adjustments  still  bother  us  a  great  deal,  and, 
again,  that  is  systematic,  I  think,  of  the  basic  system  problem.  In 
other  words,  they  are  adjusting  at  year-end  information  from  one 
system  to  another,  but  don't  know  which  system  is  really  producing 
the  correct  information,  and  lots  of  times,  unfortunately,  are  even 
plugging  numbers.  That  means  that  numbers  are  coming  up  to  the 
senior  officials,  both  at  Defense  and  eventually  all  the  way  to 
Treasury,  which  are  just  not  right.  We  see  a  lot  of  adjustments  that 
worry  us  at  the  end  of  the  fiscal  year,  and  you  are  not  going  to 
solve  this  until  you  get  the  basic  systems  working  right.  But  we  do 
believe  that  some  of  the  problems  could  be  solved  by  short-term  ef- 
forts to  figure  out  which  numbers  are  right  prior  to  making  some 
of  the  adjustments. 

The  year-end  adjustments  on  the  inventory,  lots  of  time  property 
records,  as  I  point  out,  are  relying  upon  other  systems  rather  than 
the  general  ledger  system.  As  long  as  that  situation  exists,  you  lack 
reliability  of  what  is  being  reported. 

One  of  the  things  that  is  needed  at  Defense  right  now  is  sus- 
tained financial  leadership,  and  it  is  missing  because  the  senior  po- 
sitions are  not  filled.  In  other  words,  the  comptroller  position  in 
Defense  is  not  filled.  The  three  FM  positions — the  Assistant  Sec- 
retaries for  Financial  Management — are  not  filled.  For  several 
months  there  has  been  a  hiatus  of  leadership,  and  I  think  that  al- 
ways hurts  when  you  are  trying  to  move  forward  with  major  im- 
provement programs,  which  is  what  Sean  O'Keefe,  who  was  the 
comptroller  at  Defense  tried  to  do.  One  person  I  would  like  to  pay 


tribute  to  is  the  Secretary  of  the  Army,  Mike  Stone,  who  really 
tried  to  get  something  started  here  before  he  left. 

Financial  management  programs  have  got  to  have  leadership 
from  the  political  appointees  at  Defense,  and  I  am  pleased  to  note 
that  Bill  Perry,  the  Deputy  Secretary  of  Defense,  has  indicated  to 
us  that  he  wants  to  get  on  top  of  the  problems.  But  it  takes  a  team. 
It  takes  a  team  of  qualified  people,  not  only  the  Presidential  ap- 
pointees, but  to  bring  in  expertise  to  really  design  these  systems 
and  to  get  them  implemented  successfully.  Nothing  else  will  get  on 
top  of  these  problems.  In  other  words,  it  is  a  big  effort  that  is  re- 
quired, and  is  going  to  take  proper  resources  to  do  it. 

I  was  just  visited  this  past  week  by  a  group  called  the  Private 
Sector  Council.  This  is  some  senior  private  financial  executives 
from  the  private  sector,  and  they  have  looked  at  some  of  these 
same  problems  and  certainly  stressed  the  same  issues  that  I  am 
stressing  right  now  about  what  a  big  effort  it  is  going  to  be  and 
that  you  are  going  to  have  to  have  the  talent  and  the  resources  to 
do  the  job. 

The  one  thing  that  worries  us  is  that  some  of  the  big  efforts  got 
started,  like  CIM,  the  Corporate  Information  Management  initia- 
tive, and  have  seen  a  lot  of  leadership  changes.  We  have  seen  the 
outside  consultant  board  kind  of  melt  away,  so  you  don't  have  the 
leadership  and  the  expertise  there  that  it  is  going  to  take  to  get 
that  project  in. 

I  think  another  problem  with  that  area  is  that  some  of  the  man- 
agement savings  identified  before  the  Armed  Services  Committee 
and  the  Appropriations  Committee  is  expected  to  be  saved  through 
management  initiatives.  However,  if  the  initiatives  aren't  done  suc- 
cessfully, those  savings  just  won't  be  there. 

The  DFAS,  as  I  pointed  out  earlier,  has  been  taken  over  by  the 
Office  of  the  Secretary  of  Defense,  and  the  services  are  now  operat- 
ing some  of  the  systems  and  the  Office  of  the  Secretary  of  Defense 
is  operating  some  of  the  systems.  And  one  of  the  great  problems 
that  has  to  be  resolved,  I  think,  by  the  new  administration  leader- 
ship, when  it  finally  gets  there,  is:  Who  is  responsible  for  what? 

Right  now  they  are  asking  the  services  to  certify  some  of  these 
financial  statements,  and  yet  they  no  longer  run  the  system.  I 
think  one  of  the  things  that  needs  to  be  really  sorted  out  here  in 
the  next  year  is  who  is  responsible  for  what  and  to  try  to  make 
sure  that  is  agreed  upon  by  everybody. 

I  won't  go  into  a  lot  of  detail  on  the  DBOF  because  Don  Chapin 
testified  before  the  Committee  and  gave  that  information. 

I  think  the  payroll  and  the  personnel  system  is  a  good  illustra- 
tion of  what  needs  to  be  sorted  out,  and  both  systems  have  got  to 
be  working. 

One  of  the  problems  is  that  this  goes  back  to  the  late  1960  s  or 
even  the  middle  1960's  when  system  decisions  were  made,  and  it 
was  decided  by  all  the  services,  except  the  Marine  Corps,  to  have 
separate  systems.  Well,  if  you  are  going  to  have  separate  systems 
for  personnel  system  and  payroll,  you  have  at  least  got  to  have 
some  reconciliation  that  makes  sure  that  things  are  working  right 
in  both  systems. 

The  Marine  Corps  actually  had  an  integrated  system,  and  when 
we  do  the  Navy  audit,  we  will  be  looking  at  that  and  seeing  how 
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that  has  worked  out.  But  these  are  systems  that  can  be  pulled  to- 
gether, should  be,  and  it  is  going  to  have  to  be  done. 

One  thing  I  would  point  out  is  that  we  have  seen  some  success 
in  the  civil  side  of  the  Government;  in  other  words,  the  Social  Secu- 
rity Administration,  who  had  their  audit  3  or  4  years  ago,  have  ac- 
tually now  pulled  their  systems  together,  and  they  are  getting 
clean  opinions  on  their  audits.  They  are  getting  their  data  out  by 
February  of  the  following  year.  This  is  an  indication,  I  think,  that 
it  is  very  doable  in  these  large  Agencies.  Also,  of  course,  I  have 
seen  it  done  in  the  States  and  some  of  the  large  cities  over  the 
years,  when  years  ago  they  were  just  every  bit  as  bad  as  the 
records  that  we  are  seeing  in  the  military  services  here. 

It  is  going  to  take  a  lot  of  leadership,  it  is  going  to  take  a  lot 
of  effort,  and  what  we  want  is  to  work  with  them  and  I  am  hoping 
that  we  will  soon  have  the  leadership  in  place. 

One  of  the  problems  I  do  want  to  mention,  Mr.  Chairman,  is  the 
"M"  account  problem,  too;  that  is,  when  legislation  was  enacted,  the 
IG  concluded  that  the  "M"  account  balances  were  so  materially 
misstated  and  inadequately  managed  and  vulnerable  to  abuse  that 
we  have  a  $649  million  difference  between  the  control  accounts  and 
the  supporting  accounts  at  the  Air  Force.  Again,  we  now  have  to 
have  a  system  that  can  work  this  out.  This  shows  the  kinds  of 
problems  that  you  have  when  you  have  these  very  weak  systems 
and  problems. 

So,  Mr.  Chairman,  that  concludes  an  overall  summary.  I  would 
like  a  detailed  statement  put  in  the  record  if  that  would  be  pos- 
sible. We  would  be  happy  to  answer  any  questions. 

Chairman  Glenn.  Without  objection,  it  will  be  included.  I  hope 
everyone  reads  your  statement.  I  want  to  go  through  some  details 
of  it  that  you  haven't  really  gotten  into.  First,  we  will  have  a  6- 
minute  rule  here. 

The  Corporate  Information  Management  setup  that  we  have 
now,  is  that  going  to  help  any? 

Mr.  Bowsher.  I  didn't  get  that. 

Chairman  Glenn.  CIM,  Corporate  Information  Management. 

Mr.  Bowsher.  Oh,  the  CIM.  It  should  help.  If  it  gets  properly  im- 
plemented, it  should  be  a  big  help.  But  as  we  pointed  out  in  our 
statement,  we  are  worried  about  leadership  and  the  progress  that 
has  been  made,  because  it  is  just  not  going  as  well  as  it  was  hoped 
for  at  this  time.  But  that  project  is  very  key  to  the  management 
of  the  Department  of  Defense. 

Chairman  Glenn.  We  are  still  not  getting  accurate  accounting 
out  of  DFAS,  out  of  the  Defense  Finance  and  Accounting  Service, 
apparently.  Would  you  comment  on  that? 

Mr.  Bowsher.  Well  again  that  is  very  important.  What  they 
have  really  done  is  DFAS  has  taken  control  of  the  systems  from  the 
three  military  services,  but  haven't  integrated  them.  In  other 
words,  they  are  still  running  these  systems  out  at  the  sites  where 
they  used  to  be,  and  are  making  some  progress.  But  if  you  are 
going  to  get  the  systems  integrated,  you  have  got  a  big  project 
ahead  of  you,  and  you  must  get  the  resources  to  get  the  job  done 
and  some  outside  help  to  properly  supervise  it. 
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I  think  they  are  thinking  of  some  kind  of  an  advisory  board. 
They  had  an  advisory  board  on  some  of  the  systems  work  at  one 
time,  but  it  seems  to  have  faded. 

Chairman  Glenn.  In  your  statement,  you  comment  that  "because 
its  accounting  records  were  so  poor,  the  Air  Force  did  not  discover 
a  $649  million  difference  between  its  control  accounts  and  support- 
ing records  until  it  started  to  review  its  account  balances."  And  this 
was  "the  cumulative  result  of  over  30  years  of  accounting  errors." 
They  "could  not  provide  adequate  documentation  to  show  that  it 
needed  the  additional  $649  million,"  and  "the  Defense  Deputy 
Comptroller  permitted  the  Air  Force  to  restore  this  amount  of 
budget  authority  in  'M'  accounts — an  action  that  both  we  and  the 
DOD  inspector  general  said  was  not  justified." 

How  do  you  just  write  off  $649  million?  Is  that,  in  effect,  what 

happened? 

Mr.  BOWSHER.  It  is  not  quite  what  happened  there,  but  what  it 
meant  is  that  they  just  couldn't  account  for  it.  So  now  what  they 
are  doing  is  they  have  a  2-year  plan.  Let  me  have  my  "M"  account 
expert  come  up  here  and  explain  this  one. 

Mr.  PUGNETTI.  What  they  did  was  they  moved  unobligated  funds 
from  the  merged  surplus  account  into  the  controls  accounts  to  cover 
the  obligations  on  the  Air  Force  base  level  records.  So  that  way  the 
base  level  records  and  the  control  accounts  would  match. 

Chairman  Glenn.  OK.  You  talk  about  "during  July  1992,  out  of 
a  total  of  .  .  .  829,000  active  payroll  records,  the  Army's  compari- 
son of  payroll  and  personnel  records  revealed  over  203,000  payroll 
records  that  did  not  match  active  personnel  records."  That  is  a  one- 
fourth  error. 

Now,  I  think  you  also  said  that  that  has  been  narrowed  down 
now  to  some  2,300  cases  that  they  are  further  investigating.  Is  that 
correct? 

Mr.  Bowsher.  That  is  correct.  There  is  millions  of  dollars  in- 
volved in  this  with  the  2,300  cases— a  lot  of  them  were  deserters, 
a  lot  of  them  were  AWOL  people— and  we  were  sending  them 
checks  for  a  year  and  2  years.  So  this  is  a  very  serious  situation. 

I  would  like  to  ask  Lisa  to  just  give  you  a  few  illustrations  on 
some  of  this.  What  this  situation  shows  is  that  you  have  got  two 
systems  and  you  don't  have  the  information  being  reconciled.  So  a 
lot  of  misspending  can  take  place  undetected  if  they  are  not  check- 
ing up  on  it.  And  that  is  what  they  weren't  doing  before  we  went 
into  this  part  of  the  audit.  >? 

Ms.  Jacobson.  We  were  able  to  get  the  number  of  "unknown, 
why  people  were  being  paid  for  unknown  purposes,  down  to  about 
6,000.  We  gave  those  individual  names  to  DFAS,  who  further  in- 
vestigated it  and  got  that  down  to  2,300. 

At  this  point  we  have  about  500  people  who  have  been  sent  in- 
quiries at  the  bases  where  they  are  supposed  to  be  located,  and 
have  gotten  no  response,  or  the  bases  do  not  know  or  have  never 
heard  of  the  individual.  So  there  still  are  around  500  people  for 
which  there  is  no  information  as  to  why  they  were  receiving  pay- 

COGCK.S 

We  have  about  1,200  people  who  had  separated,  some  for  long 
periods  of  time.  The  average  of  those  1,200,  were  receiving  pay- 
checks for  over  100  days  after  they  had  separated  from  the  service. 
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The  accumulated  amount  is  about  $6  million  for  the  2,200  people 
that  were  receiving  money. 

Chairman  Glenn.  Mr.  Bowsher,  let  me  go  further  into  your 
statement.  "A  related  concern  deals  with  duplicate  and  erroneous 
payments" — and  we  are  getting  big  money  here. 

Mr.  Bowsher.  Yes.  This  is  very  big  money. 

Chairman  Glenn.  Let  me  just  read  this. 

Mr.  Bowsher.  Sure. 

Chairman  Glenn.  "During  fiscal  year  1992,  DFAS-Columbus 
Center  solicited  refunds  from  and  contractors  returned  approxi- 
mately $118  million,  including  $50  million  from  Army  contractors. 
During  the  first  6  months  of  fiscal  year  1993,  DFAS  received  about 
$751  million  in  returned  payments" — and  this  one  gets  me — "in- 
cluding $478  million  of  unsolicited,  voluntary  refunds  from  contrac- 
tors. These  refunds  represent  duplicate  and/or  erroneous  payments 
to  contractors." 

Now,  if  we  got  half  a  billion  dollars  out  there  in  unsolicited,  vol- 
untary refunds  because  a  contractor  got  a  check  and  said,  "I  never 
billed  you  for  this" — there  is  a  half  a  billion  that  they  are  paid,  and 
this  is  unsolicited,  they  sent  back — how  much  more  do  we  think 
may  be  out  there?  Is  this  just  the  tip  of  the  iceberg?  Are  there  bil- 
lions and  billions  out  there  that  we  have  written  checks  for  and  for 
which  there  was  no  bill  submitted  to  begin  with? 

Mr.  Bowsher.  I  would  hope  not,  but  you  don't  know.  That  is  the 
real  problem.  What  this  indicates  is  that  a  system  is  really  out  of 
control.  In  other  words,  you  don't  have  the  checks  and  balances 
being  operated  properly,  and  when  you  are  getting  these  kinds  of 
volumes  and  dollars  being  returned,  people  should  be  taking  ac- 
tions to  make  sure  that  it  is  not  happening  in  the  future. 

I  think  this  one  illustration  really  shows  major  problems,  and  the 
big  problem  is  you  don't  know  how  big  the  problem  is. 

Chairman  Glenn.  My  time  is  up  on  this  round.  Senator  Stevens. 

Senator  Stevens.  Thank  you.  I  will  be  brief.  I  have  to  go  on  to 
another  Committee,  Mr.  Chairman. 

One  of  the  reasons  I  came,  Mr.  Bowsher,  is  I  read  the  Chair- 
man's statement  last  night  that  he  kindly  sent  to  us,  and  I  was  re- 
minded of  the  time  I  went  to  the  Department  of  Defense  to  cele- 
brate with  my  former  assistant  and  good  friend,  Sean  O'Keefe,  the 
formation  of  a  new  system  of  accounting  responsibility  on  the  Sec- 
retary level. 

Now,  he  left  that  position,  went  to  the  Navy  some  time  ago  as 
Acting  Secretary  of  the  Navy.  What  happened  to  that?  Did  your  in- 
vestigation show  what  went  wrong  with  that  consolidation? 

Mr.  Bowsher.  Yes.  What  happened  was  that  they  consolidated 
by  saying  now  we  are  going  to  be  responsible  and  we  are  going  to 
take  control.  But  really  what  was  really  happening  is  the  services 
were  still  continuing  to  run  them  out  there:  the  stock  funds,  the 
industrial  funds,  the  Air  Force  finance  center  in  Denver;  the  Army 
at  Fort  Benjamin  Harrison.  But  the  top  person  now  reports  to  the 
Office  of  the  Secretary  of  Defense. 

Then  they  were  going  to  do  a  lot  of  consolidation  and  really  get 
a  much  more  efficient  and  better  system  in  place.  However,  that 
hasn't  happened  yet.  In  other  words,  Sean  O'Keefe's  concept  made 
some  sense,  and  we  supported  his  initiatives.  But  we  said  at  the 
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time  you  have  got  to  do  this  successfully.  This  is  like  a  big  merger. 
This  is  like  the  Penn  Central.  When  you  put  two  big  railroads  to- 
gether, you  have  to  get  the  systems  together  successfully,  or  you 
are  going  to  have  trouble.  In  their  case,  they  had  a  lot  of  trouble. 
They  went  bankrupt  because  they  couldn't  find  the  boxcars  because 
they  couldn't  get  their  systems  to  work. 

That  is  the  potential  problem  you  have  here  when  you  do  these 
consolidations  if  you  don't  do  them  right.  So  that  is  one  of  the 
things  that  really  worries  me  about  the  current  period.  In  other 
words,  we  have  always  had  problems  with  these  systems  at  De- 
fense of  not  being  quite  as  accurate  as  they  should  have  been.  But 
now  you  are  halfway  into  trying  to  correct  them,  and  when  Sean 
went  to  be  Secretary  of  the  Navy,  some  of  the  momentum  kind  of 
went  out  of  the  effort,  and  now  you  don't  have  appointees  over 
there.  You  don't  have  the  new  Assistant  Secretary  of  Defense 
Comptroller,  which  has  always  been  a  very  key  position  over  at  De- 
fense. And  you  don't  have  the  three  FM's  in  place  in  the  services. 
So  until  we  get  that  leadership  team  there  and  get  this  program 
moving  and  accomplished  in  a  final  form — you  can  have  those  an- 
nouncements, but  if  you  don't  get  it  accomplished,  you  run  into 
these  kinds  of  problems. 

Senator  Stevens.  Well,  in  this  hiatus,  it  is  my  understanding 
that  some  of  the  Committees  of  Congress  are  recommending  that 
we  dissemble  the  organizational  structure  that  O'Keefe  put  to- 
gether. Have  you  heard  about  that,  not  funding  the  stock  fund 

and 

Mr.  Bowsher.  Yes,  we  have  heard  rumors 

Senator  Stevens  [continuing].  A  centralized  auditing  system? 
Mr.  Bowsher.  Yes.  We  have  heard  rumors  that  some  people 
want  to— I  guess,  Don,  disestablish  DBOF?  Would  that  be  a  fair 
statement? 

Mr.  Chapin.  Yes.  Senator,  the  DBOF  fund— I  think  you  are 
aware  of  what  that  intends  to  do — of  course,  consolidates  the  sup- 
ply operations,  stock  and  industrial  funds,  that  the  services  depend 
on  for  their  military  equipment.  Basically  a  very  good  concept  be- 
cause if  it  is  done  successfully,  the  cash  balances  that  are  needed 
to  operate  those  funds  can  be  brought  down.  The  total  investment 
can  be  reduced,  and  we  have  got  $128  billion  tied  up  in  inventory 
and  like  items  over  there.  So  there  is  a  tremendous  opportunity  to 
reduce  the  Government's  investment. 

Third,  we  can  get  a  handle  on  what  it  is  really  costing  to  operate 
the  industrial  funds,  what  it  is  really  costing  to  buy  these  items  for 
the  services.  And  if  we  know  the  costs — and  cost-consciousness  is 
out  there — then  we  can  start  to  bring  those  costs  down. 

There  is  anecdotal  evidence  that  the  costs  of  operating  these 
funds  is  very,  very  high,  but  we  don't  know  what  it  really  costs  to 
run  them.  And  as  soon  as  that  cost  information  is  available,  then 
managers  can  start  to  go  to  work  and  bring  those  costs  down. 

So  we  have  got  cash  savings;  we  have  got  the  potential  to  bring 
down  investments;  and  we  have  the  potential  to  save  a  lot  of  oper- 
ating costs.  It  is  a  tremendous  idea,  but  it  has  got  to  be  done  right. 
Senator   Stevens.   Well,   Mr.    Bowsher,   that   was   my   opinion 
when — I  think  you  were  over  there  when  he  briefed  us  one  day  at 
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the  Department  of  Defense,  opening  day  of  this  new  reorganization. 
At  least  some  of  your  people  were. 

Mr.  Bowsher.  I  think  some  of  my  people  were.  I  don't  believe  I 
was. 

Senator  Stevens.  But  it  seems  to  be  breaking  apart  now  because 
of  the  fear  of  high  cost  and  no  payout.  I  hope  that  if  it  is  a  sound 
system,  you  will  reinforce  that  through  your  audits,  because  those 
of  us  on  the  Senate  Appropriations  Committee  for  Defense  were 
fairly  convinced.  And  it  is  easy  for  Sean  to  convince  us  because  he 
was  our  chief  of  staff  for  many  years,  but  I  still  believed  in  the  sys- 
tem. And  I  hope  that  if  your  examination  shows  that  it  was  as 
worthwhile  as  we  thought  it  was,  that  you  will  reinforce  that  and 
give  us  some  support,  those  of  us  who  want  to  continue  the  funding 
for  that  new  system.  I  think  it  would  help  meet  some  of  the  prob- 
lems that  the  Chairman  is  dealing  with  here  today. 

Mr.  Bowsher.  Yes. 

Senator  Stevens.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  Glenn.  Thank  you,  Senator  Stevens. 

Senator  Cohen. 

Senator  COHEN.  Mr.  Bowsher,  in  your  report,  you  indicate  that 
weaknesses  in  the  financial  control  mechanisms  contributed  to,  I 
believe  it  was,  unnecessary  or  unneeded  inventories  to  the  tune  of 
about  $40  billion?  Am  I  correct  in  how  I  read  that? 

Mr.  Bowsher.  Yes,  the  $40  billion  is  really  the  excess  inventory 
figures  of  Defense.  That  is  their  number.  What  we  have  said  is  that 
we  think  with  these  weak  controls  and  lots  of  times  with  system 
problems,  people  then  are  ordering  more  because  they  are  not  sure 
whether  they  have  it  at  a  different  place.  In  other  words,  there  is 
a  lack  of  confidence,  and  this  is  based  on  some  of  our  other  work 
in  the  inventory  area.  There  is  a  lack  of  confidence  sometimes  in 
your  current  systems,  and,  therefore,  there  is  a  tendency  to  order 
more. 

Also,  as  you  are  going  through  the  system  modernization,  you 
really  should  be  doing  what  the  private  sector  has  done  the  last  10 
or  15  years;  that  is,  adopt  the  new  techniques  to  reduce,  you  might 
say,  how  much  inventory  you  have  to  carry.  We  did  a  study  at  Wal- 
ter Reed  versus  the  Medical  Center  at  Vanderbilt  and  found  that 
the  value  of  the  drugs  in  the  medical  supplies  is  double  at  Walter 
Reed  versus  what  it  is  at  Vanderbilt.  And  they  are  somewhat  com- 
parable medical  centers.  The  reason  is  that  Vanderbilt  has  gone  to 
much  more  modern  inventory  techniques  than  what  the  Army  has. 

I  think  this  would  be  true  all  through  the  military  for  inventory 
systems  today,  and  they  are  beginning  to  recognize  this  and  work 
on  this  issue.  But  to  have  modern  inventory  techniques,  you  have 
got  to  have  good  systems.  If  you  don't  have  information,  then  the 
techniques  don't  work? 

Senator  Cohen.  How  was  DOD  able  to  identify  $40  billion  in 
unneeded  items?  If  they  don't  have  the  inventory  mechanisms  to 
identify,  how  did  they  come  up  with  the  $40  billion  figure? 

Mr.  Bowsher.  Well,  they  do  a  classification  of  their  inventories, 
like  they  have  a  lot  of  this  in  certain  warehouses  where  it  is  just 
not  moving.  So  if  it  is  not  moving  off  the  shelves  and  it  is  not  mov- 
ing, it  gets  classified  as — in  excess  of  current  needs. 
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Senator  Cohen.  But  you  might  have  body  bags,  for  example,  on 
the  shelf? 
Mr.  Bowsher.  Yes. 

Senator  COHEN.  What  I  am  getting  at  is:  How  do  you  know  what 
is  unneeded?  How  does  the  Department  of  Defense  identify  which 
is  unneeded,  which  is  excess,  if  they  don't  have  the  mechanisms  to 
identify  them?  I  don't  understand  how  you  come  up  with  that  fig- 
ure of  $40  billion. 

Mr.  Bowsher.  Well,  they  come  up  with  that  $40  billion  because 
they  do  have  inventory  systems,  and  although  they  have  problems 
with  those  systems,  they  do  have  indications  of  what  is  needed.  We 
have  issued  other  reports  on  that.  I  would  be  happy  to  send  you 
those,  and  maybe  that  would  help  explain. 

Mr.  Chapin.  Senator,  I  could  augment  the  answer.  The  answer 
is  that  is  what  they  think  they  have  in  excess  inventory.  I  mean, 
if  we  had  some  accurate  numbers,  we  might  have  a  different  idea 
about  it.  But  as  long  as  the  records  are  in  the  shape  they  are  in, 
that  is  their  estimate  based  on  lousy  records. 

Senator  Cohen.  In  other  words,  they  don't  even  know.  They  just 
think  this.  It  could  be  50,  it  could  be  60,  or  it  could  be  10. 
Mr.  Chapin.  Well,  I  doubt  it. 

Mr.  Bowsher.  I  wouldn't  bet  on  the  latter.  I  would  bet  on  the 
high  side. 

Senator  COHEN.  Well,  but  no  one  knows. 
Mr.  Bowsher.  Yes.  No  one  knows. 

Mr.  Chapin.  There  are  other  indications  of  problems  when  you 
look  at  the  amount  of  inventory  that  is  disposed  of  each  year,  in 
the  billions  of  dollars  at  2  cents  on  the  dollar.  You  don't  have  that 
go  on  year  after  year  after  year  without  a  very  substantial  excess 
inventory  being  generated  by  the  policies  and  practices  of  the  serv- 
ices. 

Senator  Cohen.  So  that  is  one  way  they  identify,  how  much  they 
are  just  destroying  every  year? 

Mr.  Bowsher.  Well,  they  have  an  excess  program  every  year 
that  they  are  disposing  of,  and  so  they  know  it  is  several  billion 
every  year. 

Senator  Cohen.  Well,  what  does  DOD  propose  to  do  in  terms  of 
coming  to  grips  with  this  $40  billion,  this  rough  estimate,  this 
beast  slouching  toward  the  Potomac? 

Mr.  Bowsher.  Well,  they  are  starting  to  try  to  work  on  that,  and 
one  of  the  reasons  they  are,  of  course,  is  that  the  Committee  this 
past  year  took  away  some  of  the  money  based  on  how  much  the  ex- 
cess inventory  had  gone  up.  So  they  now  have  a  lot  of  financial 
pressure  to  start  to  deal  with  these  problems,  and  my  inventory  ex- 
perts in  my  other  Defense  Division  tell  me  that  they  see  for  the 
first  time  a  willingness  to  start  to  look  at  some  of  these  new  mod- 
ern techniques  that  have  been  used  in  the  private  sector.  There  is 
always  a  reluctance  to  go  to  those,  but  recognizing  now  that  we 
just  had  a  huge  amount  of  money  tied  up  in  inventories,  much  of 
it  which  then  gets  to  be  excess. 

Senator  Cohen.  You  indicated  before  that  the  Social  Security  Ad- 
ministration had  become  the  subject  of  an  audit  several  years  ago, 
and  as  a  result  of  that,  they  correct  their  system.  Did  Congress 
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threaten  to  cut  out  its  funding  or  cut  back  on  the  funding?  What 
prompted  the  Social  Security  Administration  to  move? 

Mr.  Bowsher.  It  was  leadership.  In  other  words,  two  or  three 
people  were  very  key  to  that  success. 

Senator  Cohen.  Well,  as  you  pointed  out,  I  think,  in  your  report 
to  Secretary  Aspin,  you  identified  some  24  GAO  documents  that  re- 
late to  this  issue  that  date  back  some  5  years,  and  still  this  whole 
system  is  in  disarray. 

My  understanding  is  that  another  aspect  of  this  particular  prob- 
lem is  that  you  have  got  disagreement  with  the  DOD  and  the  var- 
ious services  that  the  audit  agencies,  whether  they  are  complying 
with  the  Federal  Managers'  Financial  Integrity  Act.  So  you  have 
got  disagreement  within  DOD  and  the  services  that  they  are  in 
compliance  or  not  in  compliance. 

Mr.  Bowsher.  Yes. 

Senator  Cohen.  How  do  you  resolve  that  issue? 

Mr.  Bowsher.  Well,  I  think,  again,  leadership  has  to  do  that. 
That  really  does  disappoint  me.  In  other  words,  I  think  that  in  this 
case  sometimes  the  services  were  ready  to  own  up  to  some  of  their 
problems,  and  some  of  the  civil  service  leadership  didn't  want  it. 
And  so  we  got  reports  here  that  I  think  understated  where  the 
problems  were  and  how  big  the  problems  are.  I  think  unless  you 
are  willing  to  tell  what  the  problems  are  and  the  size  of  them,  then 
you  don't  deal  with  them.  I  think  the  leadership  that  comes  in  now 
has  got  to  be  willing  to  face  up  to  the  problems  and  do  something 
about  it.  That  is  the  message  I  delivered  to  Bill  Perry  in  person  a 
few  weeks  ago — and  I  have  a  great  respect  for  Bill.  I  am  hoping 
that  they  will  take  action. 

But  a  lot  depends  on  who  gets  appointed  to  these  key  positions, 
and  I  would  like  to  say  to  Mr.  Chairman  here  that  when  it  comes 
for  a  confirmation  process,  I  am  hoping  that  the  people  that  get  the 
financial  positions  are  qualified.  If  they  don't  have  the  background, 
if  they  don't  have  the  proper  qualifications,  the  chances  of  their 
getting  on  top  of  these  problems  are  pretty  slim. 

Chairman  Glenn.  Senator  Cochran. 

Senator  Cochran.  Mr.  Chairman,  in  looking  at  Mr.  Bowsher's 
prepared  statement,  particularly  the  conclusions,  there  is  very  little 
specific  change  that  is  recommended  in  the  report  except  to  exhort, 
to  encourage  the  Department  to  do  a  better  job  and  for  us  to  be 
more  diligent  in  our  confirmation  efforts  to  insist  upon  highly 
qualified  and  technically  competent  individuals  serving  in  these  po- 
sitions in  financial  management  at  the  Department  of  Defense. 

One  other  thing  occurs  to  me,  though,  as  a  possibility  for  im- 
provement, and  that  is  to  go  forward  with  the  consolidation  of  the 
Defense  Finance  and  Accounting  Service,  to  make  it  more  coherent 
organizationally,  and  hopefully  more  efficient  in  the  process. 

This  was  something  that  was  recommended  by  the  previous  ad- 
ministration. Steps  were  under  way  to  achieve  that  goal.  Congress, 
I  think,  has  been  supportive  of  it.  I  know  that  there  have  been 
many  applications  and  suggestions  submitted  to  the  Department 
for  change  in  that  area,  and  yet  this  Secretary  of  Defense,  upon  re- 
ceiving the  recommendations  of  his  staff  group,  decided  to  stiff-arm 
the  whole  process  and  just  stop  it  in  its  tracks  and  say  he  is  going 
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to  re-evaluate  it.  And  that  has  been  months  ago,  and  the  re-evalua- 
tion, I  presume,  continues. 

What  is  your  impression  of  the  efficacy  of  the  Department  going 
forward  with  this  consolidation  effort  in  terms  of  trying  to  bring  a 
higher  level  of  efficiency  to  that  process? 

Mr.  BOWSHER.  I  think  it  makes  sense  in  concept,  and  that  is  why 
we  supported  it  3  and  4  years  ago  when  it  was  presented.  But  it 
has  got  to  be  done  right,  and  so  my  own  opinion  would  be  to  go 
for  it,  as  you  are  suggesting,  and  to  do  it  right  and  to  put  the  re- 
sources in  to  get  the  job  done. 

Senator  Cochran.  The  suggestion,  too,  that  our  friend  Sean 
O'Keefe,  whom  many  of  us  know  personally  and  have  a  very  high 
regard  for,  when  he  was  at  the  Office  of  the  Secretary  of  Defense 
began  to  get  a  better  degree  of  control,  at  least  accountability,  iden- 
tifying people  who  would  be  reporting  directly  and  vouching  for  the 
integrity  of  the  system  in  the  services,  has  that  process  been  aban- 
doned? You  said  it  was  slowed  down  and  it  seems  to  have  not  real- 
ly kept  pace. 

Mr.  Bowsher.  I  wouldn't  say  it  has  been  abandoned,  Senator, 
but  it  is  kind  of  starting  to  fade.  I  think  it  is  always  true  in  Gov- 
ernment that  if  you  have  senior  positions  vacant  for  a  long  period 
of  time,  this  tends  to  happen.  In  other  words,  the  momentum  starts 
to  dissipate,  and  you  don't  keep  going  forward  the  way  you  should. 
I  am  hoping  that  soon  we  will  see  the  financial  management  lead- 
ership in  place  over  there. 

Senator  Cochran.  Well,  I  know  that  you  bring  to  this  process 
some  personal  experience  of  your  own. 

Mr.  Bowsher.  Yes. 

Senator  COCHRAN.  You  served  as  Comptroller  of  the  Navy,  and 
you  have  been  on  the  other  side  of  the  Potomac. 

Mr.  Bowsher.  Right. 

Senator  COCHRAN.  I  wonder,  in  connection  with  that  experience, 
were  you  able  to  find  in  your  investigation  that  there  have  been 
any  improvements  since  your  days  working  there  in  that  office  and 
being  involved  personally  in  the  process? 

Mr.  Bowsher.  I  think  very  limited  improvement.  In  other  words, 
I  think  the  basic  systems  at  the  Pentagon  have  been  kind  of  in 
place  for  30,  40  years,  and  there  has  been  individual  efforts  to  im- 
prove. There  was  now  this  big  effort  that  Sean  had  started,  but 
there  has  not  been  a  lot  of  progress.  These  problems  go  back  many, 
many  years. 

Senator  COCHRAN.  Well,  it  is  certainly  time — and  I  agree  with 
the  Chairman — that  we  insist  that  something  be  done  about  it.  I 
don't  know  what  legislation  action  could  be  taken,  but  I  very  defi- 
nitely think  that  we  need  to  continue  to  monitor  closely  the  activi- 
ties at  the  Department  of  Defense  with  respect  to  financial  man- 
agement, insist  upon  improvements,  and — I  don't  know — continue 
to  expose  the  process  to  close  scrutiny  in  a  public  fashion  in  hopes 
that  that  may  have  an  effect  for  the  better.  And  I  think  it  probably 
will.  I  think  this  hearing,  for  example,  ought  to  be  a  positive  and 
constructive  thing  to  do. 

Mr.  Bowsher.  Yes.  I  think  that  is  a  very  good  idea,  Senator,  be- 
cause I  think  this  Committee  should  operate  like  an  audit  commit- 
tee that  you  have  in  the  private  sector.  You  should  hold  this  hear- 
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ing  every  year  and  have  the  auditors  up  from  the  Air  Force,  the 
Army,  and  then  when  we  get  the  Navy  audit  done,  and  you  should 
ask  what  progress  is  being  made. 

Senator  COCHRAN.  Well,  I  know  we  have  this  Financial  Manage- 
ment Integrity  Act,  this  report  that  was  referred  to  as  being  in  ac- 
curate in  many  respects,  misleading  in  others.  The  whole  point  of 
it — and  that  is  a  1982  law  that  requires  that  report.  And  I  am  not 
so  certain  that  an  annual  hearing  is  enough.  I  think,  Mr.  Chair- 
man, we  ought  to  consider  hearings  more  often  and  breaking  it 
down  into  more  narrow  subject  matter  areas  and  really  digging 
into  it  and  finding  out  who  is  responsible,  who  is  dropping  the  ball, 
and  why.  And  if  we  don't  have  competent  people  in  these  positions, 
we  need  to  get  rid  of  them. 

Chairman  GLENN.  I  couldn't  agree  with  you  more.  I  think  that 
is  what  we  absolutely  have  to  do. 

Apropos  your  first  question  here,  in  talking  separately  to  Mr. 
Bowsher  the  other  day,  I  believe  it  is  your  feeling  that  we  don't 
need  new  legislation  in  particular. 

Mr.  Bowsher.  No. 

Chairman  Glenn.  We  just  need  to  implement  what  we  have. 

Mr.  Bowsher.  That  is  right. 

Chairman  Glenn.  Let's  not  complicate  it  by  passing  something 
else  that  looks  like  a  solution  and  turns  out  to  be  nothing  but  a 
Band-Aid.  We  have  all  the  things  in  place  now,  but  we  need  to  get 
good  people  to  execute  them.  Is  that  a  fair  statement? 

Mr.  Bowsher.  That  is  a  very  fair  statement,  yes.  I  think  we 
eventually  need  to  expand  the  CFO  Act  to  include  all  the  major  de- 
partments. But  I  think  other  than  that  you  have  the  legislation 
today  on  the  books  that  is  needed. 

Chairman  Glenn.  We  have  a  couple  of  other  examples  here.  I 
don't  understand  how  we  do  some  of  these  things,  I  guess.  In  your 
prepared  statement,  I  will  read  this:  "For  example,  for  fiscal  year 
1992,  the  Army  recorded  almost  $93  billion  of  adjustments  to  bring 
general  ledger  balances  into  agreement  with  amounts  derived  from 
other  systems,  such  as  the  accountability  system  for  tactical  equip- 
ment. In  addition,  the  Army  recorded  $7  billion  of  unsupported  ad- 
justments to  make  general  ledger  balances  agree  with  the  depart- 
mental budget  execution  system  because  DFAS  considered  it  to  be 
more  accurate.  Of  this  amount,  $2  billion  of  unsupported  adjust- 
ments were  made  to  bring  the  Army's  fund  balance  account,  rep- 
resenting appropriated  funds  available  for  disbursement,  into 
agreement  with  amounts  reported  by  Treasury. 

"Based  on  our  audit  work,  we  proposed  about  $52  billion  of  ad- 
justments to  improve  the  accuracy  and  presentation  of  the  Army's 
fiscal  year  1992  financial  statements.  However,  at  OSD's  direction, 
the  Army  reflected  only  $28  billion  of  these  adjustments  in  its  fi- 
nancial statements.  The  statements  do  not  reflect  all  of  our  pro- 
posed adjustments  primarily  because  OSD  directed  the  Army  to  re- 
verse adjustments  it  had  made  to  record  $24  billion  in  liabilities. 
Also  at  OSD's  instruction,  the  Army  made  an  additional  adjust- 
ment which  removed  $11.4  billion  from  the  Statement  of  Financial 
Position.  We  did  not  concur  with  the  latter  adjustment  since  it  re- 
moved from  the  financial  statement  ammunition  which  had  been 
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issued  to  installations  but  had  not  actually  been  used  in  oper- 
ations." 

That  is  a  long  reading  of  your  statement  here,  but  I  just  don't 
understand  how  we  just  say,  well,  the  ledgers  are  different  so  we 
adjust  $50  billion  here,  $28  billion  there,  $11  billion.  We  think  it 
is  getting  down  to  small  potatoes  when  you  are  only  saying  $2  bil- 
lion, which  is  finally  what  we  adjust  down  here  some  place.  By  the 
time  you  get  down  to  that  level,  you  think  you  are  getting  a  bar- 
gain. 

Mr.  Bowsher.  Yes. 

Chairman  Glenn.  And  I  can't  understand  how  we  do  this.  Are 
we  in  such  poor  control  that  when  we  pass  things  over  here — and 
we  really  get  into  big  discussions  over  on  the  floor.  We  are  going 
to  cut  out  $1  billion  or  $900  million  or  something  else,  and  we 
think  we  are  doing  great  service  for  the  country.  Here  we  are  flop- 
ping around  $50  billion  here,  $20  billion  there,  and  it  seems  to  be 
we  just  do  this  by  saying,  well,  we  will  just  equalize  the  account 
since  there  is  no  good  record  there  to  know  what  we  really  should 
do.  Is  that  correct?  Or  where  I  am  wrong? 

Mr.  Bowsher.  You  are  absolutely  correct  here  that  what  you  are 
doing  is  you  are  relying  on  different  systems,  and  at  the  end  of  the 
year  you  take  and  you  move  numbers  over  from  one  system  to  the 
other.  But  you  don't  know  whether  the  other  numbers  are  better 
than  the  numbers  you  are  adjusting.  You  think  they  are.  That  is 
what  the  Army  does. 

Now,  Lisa  has  been  working  very  closely  on  this,  so  I  would  ask 
her  to  explain  to  you  just  how  it  was  done.  But  this  indicates  to 
you  just  how  unreliable  those  year-end  statements  are.  And,  of 
course,  you  have  heard  me  before  say  I  have  never  understood  why 
Treasury  over  the  years  has  accepted  these  year-end  statements 
like  they  have,  without  really  going  back  and  doing  some  digging 
and  asking  for  explanations. 

Chairman  Glenn.  Before  you  start,  you  recommended  $52  billion 
of  adjustments.  What  did  you  base  your  recommendations  on,  just 
sort  of  general  estimates  of,  well,  you  think  that  would  be  a  nice 
little  figure  to  adjust  or  what?  How  do  you  adjust  $52  billion  accu- 
rately? 

Ms.  Jacobson.  We  based  our  adjustments,  again,  on  improving 
what  they  had  in  their  financial  statements,  which  is  not  nec- 
essarily to  say  that  those  adjustments  would  have  made  them  accu- 
rate either,  and  we  go  on  to  explain  that.  We  used  the  systems  that 
they  had  as  well  to  try  to  come  up  with  those  estimates.  Those  are 
adjustments  that  we  knew  should  be  reflected  in  the  statements 
and  were  not. 

Their  financial  statements  are  drawn  from  so  many  different 
sources.  Ordinarily  you  would  expect  when  a  transaction  occurs 
and  cash  goes  out  the  door  that  you  would  record  that  in  a  single 
general  ledger  system  and  that  you  would  be  able  to,  at  the  end 
of  the  year,  draw  from  that  system  what  they  had  spent  their 
money  on,  that  is  not  the  case  here. 

They  do  not  account  for  things  in  that  way.  They  cannot  reconcile 
their  general  ledgers  to  the  cash  balances  in  Treasury.  So  at  the 
end  of  the  year,  they  record  their  adjustments  to  some  budgetary 
systems  to  try  to  bring  those  into  balance. 
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Chairman  Glenn.  You  mentioned  in  your  statement,  Mr. 
Bowsher,  that  some  of  the  ammunition,  for  instance,  issued  and 
marked  off  the  books  apparently,  then  are  we  in  the  process  of  buy- 
ing new  ammunition  because  there's  no  indication  how  much  we 
have? 

Ms.  JACOBSON.  No,  that  isn't  accurate.  The  ammunition  is  re- 
tained in  another  accounting  system,  a  logistical  system,  so  that 
they  have  visibility  over  it.  They  just  don't  bring  it  into  the  finan- 
cial statements. 

Chairman  GLENN.  One  of  the  things  we  ran  into  with  the  Navy 
back  not  too  long  ago  was  the  fact  that  when  they  put  certain  re- 
placement spare  parts  aboard  ships,  drive  shaft  or  whatever  it  is 
or  major  parts,  they  were  just  marked  off  the  books  as  though  ex- 
pended. There  was  some  $7  billion,  as  I  recall,  in  that  account. 
That  wasn't  in  your  statement  here,  but  I  recall  there  were  $7  bil- 
lion worth  of  equipment  aboard  ships,  and  it  is  just  marked  off. 
And  so  we  look  at  that  as  expended. 

Now  we  are  cutting  down  the  size  of  the  Navy,  and  I  suppose, 
as  we  put  ships  into  mothballs,  are  we  taking  that  into  account? 
Or  is  anybody  looking  at  that  to  see  whether  we  are  recovering 
some  of  that  $7  billion  in  equipment  so  we  don't  just  buy  new 
spares? 

Mr.  Bowsher.  That  is  one  of  the  problems.  When  you  use  those 
kinds  of  techniques  where  you  just  expend  at  a  certain  point  in  the 
system,  you  then  don't  have  the  visibility  of  whether  you  are  con- 
trolling them  or  not.  You  have  some  other  systems  that  you  try  to 
do  that,  but  you  don't  have  the  financial  control  in  there.  You  give 
that  financial  control  up.  And  when  you  have  such  large  sums  of 
money,  it  seems  to  me  you  are  giving  up  a  very  key  control  when 
you  do  that. 

A  great  tendency  in  Government,  is  once  you  get  it  budgeted,  is 
to  account  for  the  budget  expenditure,  but  then  not  to  worry  so 
much  after  that.  But  what  we  are  really  controlling  here  or  trying 
to  control  here  is  not  only  annual  appropriations  of  somewhere  be- 
tween $250  and  $300  billion  that  we  have  had  in  recent  years — 
and  going  to  have  in  the  future,  I  am  sure — but  we  are  looking  at 
close  to  $1  trillion,  probably,  of  assets  in  the  Department  of  De- 
fense which  have  been  bought  in  previous  years.  And  if  you  don't 
have  good  controls  over  those  assets,  you  can  be  losing  some  of 
your  resources,  just  as  you  might  be  losing  some  of  your  current 
appropriation  resources. 

So  I  think  that  is  a  very  key  point. 

Chairman  Glenn.  Senator  Cochran. 

Senator  Cochran.  Let  me  just  follow  up  with  one  question  or 
two  on  a  related  subject  of  concern.  That  is,  here  we  are  downsizing 
the  military;  we  are  seeing  the  budget  coming  down  in  many,  many 
areas,  and,  of  course,  changes  are  going  to  continue  in  that  regard. 
But  the  question  I  have  specifically  is  that  you  refer  to  needing  ad- 
ditional resources  in  this  area  of  financial  management.  And  if  we 
just  across  the  board  continue  to  observe  the  cuts  put  in  place,  this 
area  is  going  to  be  cut,  too,  just  like  every  other  area.  And  that, 
as  I  understand  your  testimony,  is  going  to  cause  more  harm  than 
good  in  terms  of  trying  to  improve  the  integrity  of  this  process  of 
financial  management. 
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Mr.  Bowsher.  That  is  absolutely  correct,  Senator,  and  a  real 
problem  now.  In  other  words,  when  you  get  into  these  kinds  of  pe- 
riods, there  is  a  great  tendency  to  cut  across  the  board.  In  other 
words,  everybody  has  to  share  and  everything  like  that.  But  I  think 
this  financial  management  area  is  so  long  overdue  to  get  on  top  of 
it  that  I  am  hoping  that  this  administration  will  realize  that  they 
have  got  to  make  investments  here. 

I  think  this  becomes  very  cost  effective  down  the  road  if  you  can 
get  control,  better  control  over  your  assets.  But  the  concern  that 
you  have  just  raised  is  a  very  valid  concern  in  the  budget  process 
as  they  are  allocating  out  the  reduced  resources.  Lots  of  times  the 
financial  management  area  just  gets  cut  like  everything  else,  and 
then  you  get  just  in  a  worse  situation. 

Senator  Cochran.  When  you  mentioned  Walter  Reed  Hospital 
and  the  need  to  modernize  the  inventory  management  system 
there,  I  wondered  where  they  are  going  to  get  the  money  to  put  on 
the  additional  staff  or  get  somebody  detailed  to  come  up  with  a 
modernized  program  and  implement  it.  They  have  fewer  people 
every  year  who  are  available  to  them  to  staff  that  hospital  and  to 
manage  records  and  to  deal  with  the  day-to-day  operation,  and  now 
they  are  going  to  be  called  on,  probably  are  expected  to  and  should 
be,  to  keep  pace  and  have  modern  techniques  and  programs  and 
procedures.  And  if  we  continue  to  cut  their  budget,  they  are  not 
going  to  be  able  to  do  that  either.  As  a  matter  of  fact,  it  is  going 
to  get  worse  before  it  gets  better. 

So  I  don't  know  how  we  reassess  the  priorities  and  identify  the 
areas  in  the  defense  budget  which  need  increases,  maybe,  or  cer- 
tainly to  be  held  harmless  in  these  across-the-board  cuts  that  peo- 
ple favor  up  here,  because  that  is  easy,  that  is  simple.  Well,  let's 
just  take,  you  know,  4  percent  across  the  board  off  this  depart- 
ment's budget,  and  you  think  that  you  have  done  something  smart 
when  you  might  have  done  something  really  stupid.  That  is  the 
point  I  am  trying  to  make. 

Mr.  Bowsher.  Yes,  I  think  across-the-board  cuts  lots  of  times 
end  up  with  really  bad  decisionmaking.  I  think  the  management  of 
any  organization  has  got  to  go  through  and  sort  out,  even  when  you 
are  coming  down  in  size,  what  is  the  important  areas  that  you  have 
got  to  maintain  or  invest  in  and  what  are  the  others  that  you  have 
got  to  bring  down  more. 

Now,  in  the  inventory  area,  sometimes  there  you  shouldn't,  when 
you  modernize,  need  as  many  people.  In  other  words,  if  you  go  out 
now  to  some  of  these  private  companies,  you  will  see  thousands  of 
people  fewer  than  what  there  used  to  be  running  the  inventory  sys- 
tems. In  the  old  days,  it  was  very  labor  intensive.  Today  the  new 
techniques— and,  of  course,  the  amount  of  inventory  you  are  trying 
to  monitor  is  much  less. 

So  once  you  get  a  program  going — like  at  the  hospital — you  could 
actually  end  up  with  fewer  people  worrying  about  inventory  and 
stocks  than  what  you  did  under  the  old  systems. 
Senator  Cochran.  Mr.  Chapin. 

Mr.  Chapin.  Senator,  I  would  just  like  to  add  to  what  the  Comp- 
troller General  said.  I  have  been  looking  at  the  services  and  other 
segments  of  Government  for  4  years.  I  come  from  the  private  sec- 
tor. I  came  in  aghast— I  am  still  aghast— at  the  money  that  we  are 
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spending,  wasting,  billions  of  dollars.  The  return  on  investment  in 
good  financial  management  is  just  huge.  You  couldn't  spend  money 
in  a  better  place  to  save  money  in  the  long  run.  I  am  so  totally  con- 
vinced of  that. 

Senator  Cochran.  That  is  something  that  I  think  we  certainly 
ought  to  pay  close  attention  to,  and  we  are  beginning  this  appro- 
priate cycle  for  the  next  fiscal  year,  and  in  the  Defense  Appropria- 
tions Subcommittee,  where  I  serve  also,  it  is  a  tough  challenge  to 
try  to  identify  what  our  priorities  ought  to  be  and  where  we  ought 
to  allocate  our  resources,  because  they  are  limited  and  we  know 
they  are  shrinking. 

We  have  a  supplemental  that  will  be  coming  to  the  floor  this 
afternoon  in  the  Senate.  We  tried  to  get  some  additional  funds 
there  to  make  up  a  shortfall  for  the  Base  Closure  Commission 
work,  and  we  couldn't  get  that  approved,  even  though  it  was  below 
the  cap.  These  are  for  expenditures  and  obligations  that — maybe  it 
is  controversial  and  that  may  be  why  it  was  difficult  to  get  the 
votes  in  the  Committee  to  include  those  funds.  But  we  really  need 
them  now,  and  waiting  until  later  to  appropriate  them,  they  will 
be  used  less  efficiently,  and  we  will  end  up  not  getting  as  much  for 
our  dollar  as  we  would  have  if  we  had  appropriated  the  money 
when  it  was  needed. 

So  these  are  some  practical  day-to-day  problems  that  we  have  in 
this  process  that  adds  to  and  exacerbates  the  problem.  But  we  will 
try  to  do  a  better  job  of  that,  too.  We  need  some  more  financial 
management.  Here  on  our  side  we  could  use  some  of  that. 

Thank  you,  Mr.  Chairman. 

Chairman  Glenn.  Thank  you. 

Senator  Dorgan. 

Senator  Dorgan.  Mr.  Chairman,  thank  you  very  much.  I  was  de- 
tained at  another  Committee  function  this  morning,  and  unfortu- 
nately I  have  to  preside  on  the  floor  of  the  Senate  at  11  o'clock. 

But  last  evening  I  stayed  up  until  midnight  to  read  the  Chair- 
man's opening  statement  and  a  fair  amount  of  information  about 
this  hearing.  And  when  I  went  to  bed  last  evening  and  was  think- 
ing about  what  I  had  just  read,  it  occurred  to  me  it  was  enormously 
depressing  to  read  what  was  going  to  be  presented  here  this  morn- 
ing. In  my  judgment,  it  is  a  description  of  almost  scandalous  incom- 
petence and  outrageous  waste. 

Mr.  Bowsher,  let  me  just  read  a  piece  from  your  statement  that 
caught  my  eye  last  evening  in  this  material.  You  said,  "A  related 
concern  deals  with  duplicate  and  erroneous  payments"  from  the 
Government  to  contractors.  "During  fiscal  year  1992,  DFAS-Co- 
lumbus  Center  solicited  refunds  from  and  contractors  returned  .  .  . 
$118  million,  including  $50  million  from  Army  contractors.  During 
the  first  6  months  of  fiscal  year  1993,  DFAS  received  .  .  .  $751 
million  in  returned  payments,  including  $478  million  of  unsolicited, 
voluntary  refunds  from  contractors.  These  refunds  represent  dupli- 
cate and/or  erroneous  payments" — by  the  Government — "to  contrac- 
tors." 

Now,  if  we  got  almost  a  half  a  billion  back  from  contractors  that 
said:  Mr.  Government  or  Mrs.  Government,  you  sent  me  this 
money,  but  you  really  don't  owe  it  to  us,  and  I  am  going  to  send 
you  a  half  a  billion  back,  then  how  much  is  out  there  that  wasn't 
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sent  back?  If  we  have  such  terribly  inadequate  internal  controls 
that  we  can  send  out  three-quarters  of  a  billion  dollars,  that  we 
know  about — a  half  a  billion  of  which  was  returned  voluntarily — 
it  doesn't  allow  you  to  sleep  a  great  deal.  We  are  supposed  to  be 
dealing  with  $1.5  trillion  of  the  taxpayers'  money,  and  we  see  bil- 
lions of  it  through  a  sieve  here  without  internal  controls  to  give 
any  assurance  that  the  taxpayers'  money  is  being  spent  wisely. 

The  Chairman  has  underscored  the  importance  of  this  hearing. 
I  regret  that  I  am  not  going  to  be  able  to  participate  in  all  of  it 
today  because  I  have  to  preside  over  the  Senate.  But  I  think  you 
do  an  enormous  service  to  us  by  giving  us  some  road  maps  here. 
I  would  like  to  ask  a  couple  questions.  I  assume  that  at  least  a 
major  part  of  this  represents  system  failures. 
Mr.  BOWSHER.  That  is  correct. 

Senator  Dorgan.  In  some  cases,  system  failures  that  you  have 
previously  pointed  out  to  the  Department  of  Defense  and  on  which 
they  have  taken  no  action.  Some  of  it  no  doubt  represents  failures 
of  people. 

Are  we  able  to  understand  or  does  the  Department  of  Defense 
understand  which  are  system  failures  and  which  are  human  fail- 
ures? I  am  especially  interested  in  the  human  side.  You  can  fix  the 
system  failures,  although  I  don't  find  great  encouragement  in  the 
fact  that  you  pointed  some  of  these  out  before  and  nothing  has  hap- 
pened. But  do  we  have  people  running  programs  or  in  charge  of 
processes  in  the  Defense  Department  who  are  not  doing  a  good  job, 
wasting  an  enormous  amount  of  money,  and  are  still  performing  in 
those  functions  because  nobody  is  saying:  Hey,  you  screwed  up,  and 
if  we  keep  you  here  you  are  going  to  screw  up  again. 

Can  you  describe  to  me  the  difference  between  system  failures 
and  human  failures  in  these  areas? 

Mr.  Bowsher.  Yes.  What  you  have  got  here,  when  you  see  these 
kinds  of  numbers  and,  as  you  point  out,  the  checks  coming  back 
voluntarily,  you  don't  know  how  big  the  problem  is,  but  you  know 
you  have  got  a  big  problem.  And  you  have  got  real  systems  prob- 
lems here,  and  we  have  identified  over  the  years  a  lot  of  these  sys- 
tem problems. 

Now,  they  have  started  to  do  some  things,  like  in  the  last  admin- 
istration they  tried  to  start  a  consolidation  effort.  But  it  hasn't  got- 
ten anywhere  near  to  being  completed.  One  thing  that  worries  us — 
and  we  have  said  this  before — is  you  have  got  to  have  really  strong, 
capable  people  and  enough  of  them  that  know  how  to  fix  these  sys- 
tems and  how  to  do  the  consolidations,  or  you  are  going  to  have  a 
good  concept  that  doesn't  work.  The  new  administration  has  got  to 
bring  in  enough  talent,  including  the  leadership  positions,  the  DOD 
Comptroller,  the  three  FM's,  and  they  have  to  know  how  to  go 
about  getting  these  problems  straightened  out.  But  it  is  going  to 
take  real  effort,  real  talented  people,  and  the  systems  are  a  big 
part  of  the  problem,  they  are  old,  antiquated  systems. 

Senator  DORGAN.  Is  there  institutional  resistance  to  change  here? 
I  mean,  is  this  a  situation  where  you  run  up  against  a  behemoth 
bureaucracy  that  simply  is  resistant  to  change? 

Mr.  Bowsher.  You  always  have  some  of  that,  and  that  is  why 
you  need  leadership  to  overcome  that.  You  have  got  to  push  for- 
ward with  these  programs  to  be  a  successful.  Right  now  we  are 
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somewhat  halfway  in  the  river  with  some  of  the  initiatives  that 
have  been  taken  in  recent  years,  but  we  haven't  got  them  done  to 
the  point  where  these  kinds  of  problems  are  disappearing. 

Senator  Dorgan.  When  contracting  officers  or  other  people  inside 
this  institution  get  back  checks — I  assume  that  there  are  a  number 
of  checks  coming  back  that  total  a  half  a  billion  dollars — doesn't 
that  set  off  a  bell  in  their  heads  that  says  we  must  have  something 
wrong  with  our  system?  There  must  be  something  wrong  if  we  are 
sending  payments  out  to  the  tune  of  a  half  a  billion  dollars  and  we 
are  getting  voluntary  refunds? 

You  are  saying. that  there  is  no  internal  mechanism  to  catch  that 
effectively? 

Mr.  CHAPIN.  Senator,  I  would  like  to  take  what  you  said  and  deal 
with  the  people  problems.  We  have  said  ever  since  we  started  work 
years  ago  on  the  Air  Force  that  the  systems  are  not  good,  but  the 
discipline  in  operating  existing  systems  is  poor.  And  if  that  dis- 
cipline could  be  improved — in  other  words,  if  you  can  work  with  the 
existing  systems,  if  you  can  do  the  right  things,  if  the  contracting 
officers  can  do  the  right  things  when  they  get  refunds  like  that,  if 
people  can  dig  into  the  unmatched  disbursements  and  straighten 
that  mess  out — these  systems  that  we  have  are  not  good,  but  they 
should  be  the  first  line  of  defense.  They  should  be  the  first  thing 
that  the  services  do,  operate  the  existing  systems  better,  because 
these  systems  improvements  that  are  needed  are  longer-term 
measures. 

We  have  got  to  get  this  thing  under  control.  If  there  is  a  positive 
effort  to  operate  the  existing  systems  well,  if  discipline  is  pushed 
down  the  line,  if  we  have  the  right  kinds  of  people — Senator,  we 
have  training,  leadership,  and  qualification  problems.  Some  of  our 
detailed  reports  will  show  these  things.  We  have  people  problems 
as  well  as  systems  problems. 

Senator  Dorgan.  But  I  am  wondering  if  there  isn't  a  problem 
with  accountability.  And  I  don't  mean  to  oversimplify  this — I  un- 
derstand these  are  some  of  the  most  complex  kinds  of  business  re- 
lationships with  big  contractors  and  very  large  projects.  But  if  Sen- 
ator Glenn  had  a  business  in  Ohio  or  I  had  one  in  North  Dakota, 
selling  machinery  parts  for  agricultural  machines,  and  we  got  a  re- 
port that  said  we  had  all  of  these  problems,  I  guarantee  you  it 
wouldn't  be  an  adequate  excuse  to  have  the  parts  manager  come 
and  say  it  was  a  problem  that  our  system  was  wrong.  We  would 
say,  do  you  know  who  created  the  system?  You  did.  And  you  know 
what  you  are  doing  next  Monday?  Looking  for  a  new  job. 

And  I  am  just  wondering  if  we  also  don't  have  accountability 
problems  at  the  Defense  Department.  The  systems  are  developed 
by  people.  If  the  systems  aren't  adequate,  who  developed  them?  Are 
they  the  same  people  we  are  expecting  to  improve  them  or  develop 
new  systems?  Do  we  have  an  accountability  somewhere  in  this  sys- 
tem to  hold  people  accountable  for  these  problems  and  mistakes, 
Mr.  Bowsher? 

Mr.  Bowsher.  That  is  what  you  should  have.  There  is  just  no 
question  about  it,  the  fact  is  if  you  had  these  kinds  of  situations 
in  the  private  sector,  you  would  be  in  big  trouble.  And  that  is  what 
worries  me  so  much  when  our  Treasury  people  accept  financial  re- 
ports  that   are   wrong  and   people   know  they  are  wrong.   There 
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should  be  more  accountability,  and  I  think  that  the  accountability 
has  got  to  start  at  the  top.  In  other  words,  the  senior  people  at  De- 
fense have  got  to  say  we  have  to  get  on  top  of  this  and  hold  people 
accountable.  Here  is  what  we  are  going  to  do  to  improve  the  sys- 
tems, here  is  what  we  are  going  to  do  in  the  short  term  to  get  more 
discipline,  as  Don  says,  into  the  current  operation.  And  that  is 
what  you  need. 

There  has  been  a  tendency  not  to  want  to  have  that  much  ac- 
countability. No  question  about  it. 

Senator  DORGAN.  Mr.  Chairman,  my  time  has  expired.  Thank 
you  very  much. 

Chairman  Glenn.  Thank  you,  Senator  Dorgan. 

Let  me  go  back  to  some  of  your  prepared  statement,  Mr. 
Bowsher.  "The  Army  Materiel  Command,  which  accounted  for 
about  $29  billion  of  the  Army's  fiscal  year  1992  disbursements,  did 
not  retain  certain  financial  records  necessary  to  document  postings 
of  individual  payment  transactions  to  obligation,"  and  so  on.  They 
are  supposed  to  keep  those  documents  for  3  years. 

Then  your  last  sentence,  "Without  the  documents,  we  were  un- 
able to  conduct  tests  necessary  to  evaluate  the  accuracy  and  reli- 
ability of  postings  to  the  Army's  accounts." 

Is  this  inadvertent  or  is  it  intentional?  If  they  are  supposed  to 
keep  records  for  3  years,  were  records  inadvertently  destroyed  or 
was  this  across  the  board?  Was  it  a  pattern?  Was  this  intentional 
to  just  cover  up  what  was  going  on? 

Mr.  Bowsher.  Let  me  ask  Dave  to  respond  to  this  one. 

Mr.  Connor.  This  was  in  effect  for  the  Army  Materiel  Command 
locations.  It  was  a  policy  not  to  keep  these  records.  Since  we  point- 
ed out  the  problem,  they  have  agreed  for  1993  and  beyond  to  start 
keeping  them.  But  these  are  basically  akin  to  a  check  register  that 
really  tells  you  what  you  spent  your  money  for.  And  without  those 
records,  you  can't  verify  or  audit  the  balances. 

Chairman  Glenn.  Were  they  not  aware  they  were  supposed  to 
keep  the  records  for  3  years? 

Mr.  Bowsher.  They  tend  to  go  back  and  say  that  as  long  as  they 
have  kept  the  basic  voucher,  they  have  met  the  spirit  of  the  law. 
But  the  truth  of  the  matter  is  in  this  modern  day  and  age  you  need 
the  other  records  to  check  things  out. 

Chairman  Glenn.  In  your  prepared  statement  you  said,  "How- 
ever, problems  with  disbursements  are  not  confined  to  the  Army. 
We  recently  reported  on  unmatched  disbursements  in  the  Navy's 
Standard  Accounting  and  Reporting  System" — called  STARS — "one 
of  its  primary  accounting  systems.  As  of  December  19,  1992, 
STARS  contained  $13.6  billion  of  unmatched  disbursements."  Here 
we  go  ahead. 

Mr.  Bowsher.  Yes. 

Chairman  Glenn.  Do  they  just  not  keep  records  or  what  happens 
in  that  case? 

Mr.  Bowsher.  In  this  case  they  were  not  getting  them  matched, 
and  they  decided  to  make  the  payments  anyhow.  They  cite  the 
Prompt  Payment  Act.  And  all  of  a  sudden  they  build  up  this  huge 
backlog  of  unmatched  disbursements,  and  at  that  point,  you  again 
don't  know  how  big  of  a  problem  you  are  dealing  with,  but  you 
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know  you  have  got  a  big  problems  when  you  let  something  like  this 
get  out  of  control. 

Chairman  Glenn.  Back  to  the  Army,  the  CBSX  system  "does  not 
provide  consistently  reliable  information  on  the  quantity,  type,  and 
location  of  $53  billion  in  Army  equipment  accounted  for  by  the  sys- 
tem." It  should  accurately  reflect,  of  course.  "We  noted  that  a  No- 
vember 1992  comparison  of  CBSX  and  unit  records  identified  over 
1.3  million  differences  for  individual  pieces  of  equipment  valued  at 
about  $7  billion."  Is  that  just  that  as  you  move  up  the  chain  of  com- 
mand they  are  just  not  keeping  records  on  these  things?  Is  that  it, 
or  what? 

Mr.  Bowsher.  Let  me  ask  Lisa  to  answer  this  question  for  you. 

Ms.  Jacobson.  There  are  various  problems  with  this  particular 
system.  Both  the  unit  records  which  this  is  based  on  and  the  sys- 
tem itself  are  inaccurate.  It  results  from  transactions  not  being 
posted  properly,  from  inventories  not  being  taken  properly  at  the 
unit  levels,  and  those  kinds  of  issues.  So  it  is  to  some  degree  some 
units  not  complying  with  current  policies. 

Chairman  Glenn.  Senator  Dorgan  has  to  go  preside  in  a  few 
minutes  here.  I  will  let  him  take  what  time  he  needs  here  until  he 
has  to  go  preside  to  ask  whatever  other  questions  he  has. 

Senator  Dorgan.  I  appreciate  very  much  the  Chairman's  indul- 
gence. I  just  have  two  quick  questions.  I  have  indicated  I  don't  un- 
derestimate the  complexity  here.  These  are  the  most  complex  fi- 
nancial transactions,  some  of  these  contractual  relationships.  But 
on  page  13  of  your  financial  audit,  you  refer  to  the  payroll  system, 
which,  by  and  large,  is  not  complex,  or  at  least  should  not  be  com- 
plex. "The  payroll  system  for  the  Army's  military  personnel  allowed 
unauthorized  persons  to  be  paid,  and  it  inaccurately  reported  and 
remitted  payroll  withholdings.  Specifically,  over  2,200  individuals 
who  should  not  have  been  paid  received  payments  for  September 
1992." 

You  are  saying  that  in  1  month  about  $6  million  in  apparently 
unauthorized  payments  occurred  to  2,200  people  who  shouldn't 
have  been  paid.  That  is  not  complex.  That  is  just  a  screw  up. 

Mr.  Bowsher.  Yes. 

Senator  Dorgan.  Now,  how  does  that  happen? 

Mr.  Bowsher.  That  happens  because  you  have  two  systems,  a 
personnel  system  and  a  payroll  system.  The  payroll  system  today 
is  being  operated  on  a  consolidated  basis  by  the  DFAS  or  the  Office 
of  the  Secretary  of  Defense,  but  the  personnel  systems  are  still 
being  operated  by  the  military  services. 

Information  in  the  personnel  system  is  maybe  saying  that  some- 
body has  deserted  or  somebody  has  been  discharged,  but  that 
doesn't  get  over  to  the  payroll  system. 

You  are  absolutely  right,  this  is  not  complicated.  You  should 
have  a  system  not  only  to  make  sure  that  the  information  gets  over 
there,  but  that  it  gets  audited  and  reconciled  from  time  to  time  so 
that  you  don't  have  to  wait  until  we  come  in  to  do  an  audit. 

Senator  Dorgan.  I  don't  understand.  If  the  appropriate  com- 
manders in  those  areas  were  told  that  is  going  to  come  out  of  their 
pocket  or  their  assets,  my  guess  is  they  would  integrate  those  num- 
bers so  that  this  didn't  happen.  I  don't  understand  how  this  hap- 
pens. I  guess  it  is  just  lack  of  accountability  again. 
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Let  me  go  to  the  other  point  you  made  in  your  testimony.  You 
talked  about  an  Air  Base  accountant  illegally  diverting  about  $2 
million  worth  of  funds  over  a  3-year  period  to  his  personal  bank  ac- 
count. Well,  that  happens  in  the  private  sector  as  well,  except  the 
Air  Force  internal  controls  failed  to  prevent  or  detect  it.  Apparently 
he  began  buying  a  lot  of  cars  and  houses  and  acting  pretty  fancy 
in  the  neighborhood,  and  people  outside  the  Air  Force  reported 
him.  Then  we  discovered  that  he  had  $3  million  worth  of  our 
money,  and  our  system  didn't  detect  it. 

How  does  the  system  not  detect  when  somebody  pulls  a  couple 
of  million  dollars  out  of  Federal  funds? 

Mr.  Bowsher.  This  is  just  a  classic  case  of  why  controls  are  im- 
portant. In  other  words,  if  you  don't  have  controls  and  you  don't 
have  people  checking  to  see  whether  the  controls  are  working,  then 
you  get  the  situation  where  people  see  where  there  is  vulnerability, 
and  they  can  get  away  with  it.  Embezzlements  and  irregularities 
generally  start  with  somebody  taking  a  small  amount,  finding  out 
that  they  can  get  away  with  it,  and  then  kind  of  deciding  they  will 
try  a  little  more  and  get  a  little  more.  But  the  controls  are  abso- 
lutely important. 

It  isn't  just  getting  good  financial  reports  that  is  important,  but 
you  have  to  really  check  to  make  sure  the  controls  work. 

Senator  Dorgan.  Well,  Mr.  Chairman,  thank  you  for  indulging 
me  for  these  questions.  It  is  one  thing  to  have  sloppy  bookkeeping 
at  a  gas  station.  You  lose  a  few  dollars  here  and  there  perhaps.  But 
it  is  another  thing  to  have  sloppy  recordkeeping  and  lack  of  good 
internal  controls  in  an  organization  where  you  are  spending  $280 
billion  a  year.  As  your  report  demonstrates,  if  you  don't  have  good 
control  in  those  areas,  the  taxpayer  gets  fleeced,  not  to  the  tune  of 
a  few  thousand  dollars  or  a  few  million  dollars,  but  half  a  billion 
dollars  of  unauthorized  payments,  undetected  by  the  Government. 
We're  talking  about  numbers  like  $24  billion,  $50-some  billion.  It 
is  a  depressing  report. 

I  appreciate  very  much  the  work  you  have  done.  I  hope  the  hear- 
ings that  the  Chairman  will  continue  on  these  matters  will  steer 
us  to  the  point  where  we  might  see  a  better  use  and  a  more  effec- 
tive use  of  the  taxpayers'  money. 

Mr.  Chairman,  thank  you  very  much. 

Chairman  Glenn.  Thank  you. 

Senator  Levin. 

Senator  Levin.  I  just  wanted  to  ask  you  some  questions  about 
the  Defense  Business  Operations  Fund,  the  DBOF,  and  I  know  you 
have  testified  already  about  it,  saying  in  principle  it  is  a  pretty 
good  idea,  but  that  how  it  actually  functions  is  the  key.  And  you 
folks  are  spending  some  time  looking  into  that  right  now. 

That  fund,  as  I  understand  it,  employs  about  360,000  people,  ci- 
vilians and  military  personnel.  So  that  is  a  very  significant  oper- 
ation. Is  that  accurate? 

Mr.  Bowsher.  It  is,  because  it  has  all  the  stock  funds  and  all  the 
industrial  funds.  So  it  is  a  big  operation. 

Senator  Levin.  And  it  had  revenues  and  expenses  of  about  $118 
billion  in  fiscal  year  1992.  I  think  that  makes  it  the  fourth  largest 
operation  in  the  country.  Does  that  sound  about  right,  $118  billion? 

Mr.  Bowsher.  He  is  showing  me  $80  billion  here,  but  it  is  large. 
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Senator  Levin.  Well,  80,  118. 

Mr.  Bowsher.  Yes,  it  is  large. 

Senator  Levin.  I  think  the  IG 

Mr.  Bowsher.  And  we  don't  have  many  corporations  bigger. 

Senator  Levin.  I  think  the  IG  report  says  $118  billion,  but  we 
will  wait  for  the  IG  for  that. 

The  way  DBOF  is  set  up,  Congress  does  not  directly  authorize 
or  appropriate  those  DBOF  funds,  and  the  fund  is  not  directly  ac- 
countable to  the  Congress  for  its  expenditures.  Is  that  right? 

Mr.  Chapin.  Yes.  That  is  basically  right,  yes. 

Mr.  Bowsher.  Because  what  you  really  have  there  is  appro- 
priated money  over  the  years  appropriated  into  the  customers,  and 
then  they  buy  from  the  fund.  But  you  should  get  an  annual  report 
on  how  the  fund  is  doing  from  them. 

Senator  Levin.  Let  me  just  go  back  a  minute.  The  fund  decides 
how  much  it  is  going  to  charge  people  buying  from  its  services? 

Mr.  Bowsher.  That  is  correct. 

Senator  Levin.  As  a  surcharge. 

Mr.  Bowsher.  Yes. 

Senator  Levin.  Unilaterally.  If  the  DBOF  says  we  are  going  to 
charge  you  a  5  percent  surcharge 

Mr.  Bowsher.  The  customer  has  to  pay. 

Senator  Levin.  The  customer  has  to  pay  it. 

Mr.  Bowsher.  Right. 

Senator  Levin.  Congress  doesn't  decide  that.  So  we  have  got  lit- 
erally $100  billion  a  year  coming  into  this  DBOF,  part  of  which  it 
sets  itself,  not  based  on  its  cost  but  a  surcharge  percentage  which 
it  decides  to  set  unilaterally. 

Mr.  Chapin.  Senator,  if  I  could  fill  in  on  that.  What  we  are  trying 
to  get  established  is  policies  for  that  fund  that  strictly  require  that 
the  prices  be  based  on  the  cost,  that  there  be  no  surcharges.  Sur- 
charges have  been  applied  in  the  past  to  bring  money  into  the  fund 
to  make  up  for  past  losses  and  things  like  that.  That  should  not 
go  on. 

Senator  Levin.  But  it  does  go  on. 

Mr.  Chapin.  We  need  policies  that  prevent  that. 

Senator  Levin.  But  it  does  go  on  right  now,  right? 

Mr.  Chapin.  I  think  it  is  probably  still  going  on. 

Senator  Levin.  Right.  So  we  have  got  a  fund  which  is  saying  we 
are  going  to  add  5  percent  or  10  percent,  or  it  could  be  more  than 
that,  to  what  our  costs  are  for  the  particular  repair  or  the  particu- 
lar service  that  it  is  providing  as  of  now.  Is  that  right,  Mr.  Chapin? 

Mr.  Chapin.  Yes.  I  think  so. 

Senator  Levin.  OK.  Now,  they  have  got  a  capital  budget  of  about 
$1.4  billion  annually;  is  that  correct? 

Mr.  Chapin.  $1.4  billion?  I  am  not  up  on  that  number. 

Senator  Levin.  Does  anybody  know? 

Mr.  Connor.  For  1994  it  was  in  the  range  of  $2  billion. 

Senator  Levin.  OK.  Better  yet.  And  it  uses  that  budget  to  buy 
a  whole  bunch  of  things,  everything  from  testing  equipment  to  tele- 
conferencing equipment,  to  computer  equipment,  to  facilities  ren- 
ovation and  construction.  Is  that  correct? 

Mr.  Bowsher.  Yes. 


29 

Senator  Levin.  And  it  decides  what  capital  expenditures  it  is 
going  to  make;  is  that  correct? 

Mr.  Bowsher.  I  think  that  is  right. 

Senator  Levin.  And  it  is  not  the  Congress  that  decides  you  are 
going  to  build  this  depot  or  you  are  going  to  repair  this  or  you  are 
going  to  buy  this  equipment.  The  DBOF  decides  how  big  a  fund  it 
is  going  to  create  for  those  purchases  and  what  purchases  it  makes 
of  capital  equipment  and  capital  expenditures.  Is  that  right? 

Mr.  Chapin.  Yes.  But  there  is  a  separation,  Senator,  between 
military  construction,  which  is  still  required  to  be  authorized  by 
the  Congress. 

Senator  LEVIN.  I  understand. 

Mr.  Chapin.  And  certain  supply  funds,  warehouses  and  so  on 
that  are  within  the  control  of  the  fund. 

Senator  Levin.  Right.  But  the  DBOF  makes  capital  expenditures 
as  well. 

Mr.  Chapin.  Yes,  they  do. 

Senator  Levin.  And  those  capital  expenditures  are  not  approved 
by  the  Congress. 

Mr.  Chapin.  Correct. 

Senator  Levin.  So  there  is  a  tremendous  amount  of  discretion 
there,  and  it  is  only  as  accountable  as  its  books  are  readable.  Is 
that  accurate? 

Mr.  Bowsher.  I  think  that  is  very  accurate. 

Senator  Levin.  Now,  we  have  gone  through  the  plan  of  the  Army 
that  they  issued  for  capital  expenditures  from  the  DBOF  and  found 
that  about  80  percent  of  the  Army  projects — this  is  actually  what 
you  folks  are  doing  tentatively,  not  "we,"  but  you  folks  went 
through  their  plans  for  capital  expenditures  from  a  fund  that  they 
created,  from  a  surcharge  that  they  determined  they  would  apply, 
and  a  percentage  that  they  determined  they  would  set.  Not  Con- 
gress. They. 

OK.  So  you  have  got  them  saying  we  are  going  to  put  a  5  percent 
surcharge  on.  We  are  going  to  create  a  capital  fund.  We  are  going 
to  use  that  capital  fund  to  buy  these  things,  a  big  part  of  these  600 
pages,  and  what  tentatively  you  have  found  is  that  80  percent  of 
their  planned  purchases  they  never  made.  Does  that  sound  right? 

Mr.  Chapin.  I  am  not  familiar  with  that,  Senator. 

Senator  Levin.  Can  you  give  us  what  that  percentage  is  if  it  is 
not  80  percent?  I  think  that  is  your  tentative  conclusion. 

Mr.  Bowsher.  I  think  another  one  of  our  teams  has  briefed  you 
this  week,  and  we  don't  have  those  people  with  us  today,  unfortu- 
nately. 

Senator  Levin.  All  right.  Well,  then,  let  me  tell  you,  that  is  the 
briefing  of  your  team. 

Mr.  Bowsher.  OK. 

Senator  Levin.  The  GAO  team  has  briefed  us  that  tentatively  80 
percent  of  the  planned  projects  from  that  fund  created  by  DBOF 
were  not  purchased,  which  I  find  to  be  the  most  incredibly  loose 
process  that  I  know  of  in  the  Government,  I  have  got  to  tell  you, 
to  have  a  fund  that  big,  over  $1  billion,  making  capital  expendi- 
tures, not  authorized,  not  approved,  from  a  pool  of  resources  that 
it  creates.  It  can  create  that  by  putting  a  5  percent,  10  percent,  20 
percent  surcharge  on,  and  then  it  says  it  is  going  to  buy  certain 
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things.  That  is  the  only  thing  we  know  about  it.  It  says  what  it  is 
going  to  buy.  We  don't  authorize  it;  we  don't  approve  it.  Then  it 
turns  out,  according  to  your  team's  briefing,  that  80  percent,  at 
least  for  the  Army,  the  planned  buys  weren't  made. 

Now,  where  are  we?  What  was  that  fund  used  for?  Do  you  know 
if  they  ever  issue  a  book  like  this  that  tells  us  not  what  they  are 
planning  on  buying  but  what  they  have  actually  spent  the  money 
for? 

Mr.  Bowsher.  Well,  that  is  what  should  be  done,  and  actually 
it  should  be  audited.  And  it  is  being  audited. 

Senator  Levin.  Yes,  but  it  takes  that  kind  of  an  audit  for  us  to 
find  out  what  they  are  spending. 

Mr.  Bowsher.  Yes. 

Senator  Levin.  And  that  isn't  good  enough. 

Mr.  Bowsher.  You  have  to  have  an  information  flow. 

Senator  Levin.  It  is  too  loose. 

Mr.  Chapin.  What  we  need  to  do  is  to  tighten  up  on  all  of  the 
policies,  on  the  auditing,  on  the  reporting,  on  the  accounting.  It  is 
a  very  loose  system  right  now.  There  is  plenty  of  money  sloshing 
around  in  the  DBOF  fund — and  that  is  the  right  way  to  talk  about 
it — and  that  needs  to  be  brought  under  control. 

Senator  Levin.  Well,  I  agree  with  you,  and  GAO  is  going  to  play 
a  critical  role  in  this.  I  congratulate  the  Chairman  and  others  who 
have  worked  so  hard  on  trying  to  bring  some  accountability  to  this 
system.  This  is  just  one  little  example,  but  I  don't  know  of  any 
other  revolving  fund,  any  other  fund,  which  creates  its  own  pool  by 
its  own  surcharge  and  then  makes  capital  expenditures;  and  then 
doesn't  even  give  us  a  report,  not  on  what  they  are  planning  on 
doing  but  what  they  have  done,  but  instead  we  rely  upon  GAO 
going  in  there  and  later  on  auditing. 

It  is  just  simply  a  very  loose  system.  It  is  an  unaccountable  sys- 
tem. It  has  got  to  change,  and  this  is  just  one  part  of  what  this 
Committee  is  looking  at. 

Mr.  Bowsher.  You  probably  had  some  of  the  same  problems, 
though,  in  years  past  when  you  had  the  big  stock  funds  and  the 
industrial  funds  operated  by  the  services.  In  other  words,  I  am  not 
sure  you  had  more  visibility  at  that  time  than  you  have  now. 

Senator  Levin.  The  DBOF  was  to  help  us  correct  that. 

Mr.  Bowsher.  But  DBOF  was  supposed  to  correct  that,  exactly. 

Senator  Levin.  And  it  sure  hasn't  done  that  yet. 

Mr.  Bowsher.  And  so  you  have  got  to  get  the  visibility,  and  the 
year-end  statements. 

Senator  Levin.  And  the  accountability. 

Mr.  Bowsher.  Yes,  and  accountability  there  at  the  end. 

Senator  Levin.  Thank  you,  Mr.  Chairman. 

Chairman  Glenn.  Senator  Nunn,  any  comments? 

Senator  Nunn.  I  don't  have  any  questions. 

Chairman  Glenn.  Just  a  couple  more  comments  here.  We  are 
way  over  our  time,  but  I  think  it  is  important  that  we  lay  this 
whole  picture  out  as  we  have  done  portions  of  before.  This  is  prob- 
ably as  good  an  overall  view  of  things  as  we  have  had  for  some 
time. 

Just  a  couple  of  comments  here.  "The  Air  Force  Audit  Agency, 
AFAA" — this  is  out  your  statement  also — "recently  issued  a  dis- 
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claimer  of  opinion  on  the  Air  Force's  fiscal  year  1992  financial 
statements.  AFAA  reported  that  due  to  deficiencies  in  the  Air 
Force's  accounting  systems  and  internal  controls,  it  was  unable  to 
obtain  sufficient  evidence  to  permit  it  to  opine  on  the  statements." 
Not  even  enough  data  there  to  let  them  give  an  opinion. 

Mr.  Bowsher.  They  are  running  into  the  same  problems  that  we 
ran  into  when  we  did  the  2-year  audit,  and  I  think — we  haven't 
really  talked  about  this,  but  we  should — the  Air  Force  has  not 
given  it  the  leadership  like  the  Army  has  been  willing  to  do.  Sec- 
retary Stone  was  willing  to  do  something  and  got  some  efforts 
going  and  wanted  to  get  on  top  of  this.  We  did  not  get  that  kind 
of  cooperation  or  leadership  out  of  the  Air  Force  in  recent  years, 
and  I  don't  think  the  Air  Force  has  made  the  progress  that  they 
should  have  made  because  they  were  the  ones,  as  you  pointed  out 
in  your  opening  statement,  Mr.  Chairman,  that  we  audited  first. 

Chairman  Glenn.  Your  next  paragraph  also  has  that  "the 
AFAA's  disclaimer  follows  two  similar  reports  which  we  issued  on 
Air  Force's  financial  management  operations  and  reporting  for  fis- 
cal years  1988  and  1989."  I  think  we  had  that  at  a  hearing  before 
here,  and  we  had  it  reported. 

Mr.  Bowsher.  Yes,  we  did. 

Chairman  Glenn.  So  we  have  had  hearings  on  that,  and  here  we 
are  3,  4,  5  years  later  still  going  through  the  same  thing  all  over 
again. 

The  disclaimer  of  opinion  on  DBOF's  financial  statements  by  the 
DOD  inspector  general  who  said  basically  the  same  thing,  "unable 
to  opine  on  the  fund's  financial  statements,"  because  they  didn't 
have  enough  information  to  do  it. 

So  that  is  sort  of  a  summary  of  where  we  are  now.  I  keep  bring- 
ing all  this  back  at  almost  every  hearing  to  combat  readiness.  That 
is  the  bottom  line  of  what  we  are  talking  about  here.  Are  we  ready 
to  go  into  combat?  Do  we  know  what  we  have?  Do  we  know  where 
it  is?  Do  we  know  what  we  need?  That  is  what  Congress  has  to 
deal  with  every  year,  and  Senator  Nunn  has  to  deal  with,  and 
those  of  us  that  are  on  the  Armed  Services  Committee  along  with 
him  here.  We  have  several  people  on  this  Committee.  It  is  some- 
thing that  I  think  we  really  have  to  get  into  because  when  we  have 
lack  of  controls  like  this,  it  really  starts  affecting  combat  effective- 
ness. There  isn't  any  doubt  about  that.  So  I  think  that  is  very  im- 
portant. 

One  last  question:  Has  GAO  been  contacted  by  the  Vice  Presi- 
dent or  his  people  in  their  pursuit  of  this  National  Performance  Re- 
view? 

Mr.  Bowsher.  We  have  been  contacted  by  them,  and  we  have 
supplied  them  all  our  reports.  But  I  am  planning  to  ask  for  a  meet- 
ing with  the  Vice  President  to  go  over  these  reports.  We  are  issuing 
several  reports  here,  these  reports  on  the  financial  management 
problems,  because  I  think  it  is  such  an  important  area. 

I  had  a  meeting  the  other  day  at  OMB  with  Phil  Lader  and  Alice 
Rivlin  to  discuss  this  whole  area,  but  I  would  like  to  meet  with  the 
Vice  President. 

Chairman  Glenn.  Yes,  well,  his  objective  is  to  streamline  Gov- 
ernment and  cut  out  the  fat,  fraud,  waste,  and  abuse,  and  just  to- 
taling— I  don't  even  know  how  many  billions  we  have  talked  about 
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here  this  morning,  but  if  we  totaled  up  all  these  areas  where  we 
have  very  serious  doubt,  we  are  literally  talking  hundreds  and  hun- 
dreds of  billions  of  dollars.  And  just  that  we  don't  know — I  am  not 
saying  it  is  all  down  a  rat  hole,  but  I  am  saying  we  don't  know 
what  portion  of  it  is  down  a  rat  hole.  That  is  the  problem. 

Mr.  Bowsher.  That  is  right.  I  would  like  to  say  to  Senator  Nunn 
that  I  would  like  to  come  and  give  him  a  personal  briefing.  He 
hasn't  been  able  to  be  here  for  the  whole  hearing,  but  I  would  like 
to  brief  you  and  Senator  Warner  and  some  others. 

Senator  Nunn.  We  will  do  that.  I  am  pleased  that  Chairman 
Glenn  is  having  these  hearings.  I  testified  before  Senator  Boren 
this  week  on  the  group  to  restructure  the  whole  Congress,  and  my 
comment  there  was  that  one  of  the  main  reasons  I  am  in  favor  of 
a  2-year  budget  is  so  we  don't  spend  all  our  time  budgeting  and  not 
have  enough  time  for  the  proper  oversight. 

Senator  Glenn,  I  congratulate  you,  and  I  know  Senator  Levin  has 
done  a  lot  of  this  on  his  Subcommittee  also.  I  think  we  want  to 
work  as  closely  as  we  can  with  GAO,  and  I  look  forward  to  meeting 
with  you. 

Mr.  Bowsher.  All  right.  Fine.  Thank  you. 

Chairman  Glenn.  Thank  you,  Senator  Nunn. 

I  wear  another  hat  over  on  the  Armed  Services  Committee.  I  am 
Chairman  of  the  Readiness  Subcommittee  as  of  the  last  3  months, 
or  beginning  this  Congress  here.  So  this  feeds  right  into  that.  Sen- 
ator Levin  is  on  that  Committee.  Senator  Cohen  is  on  that  Commit- 
tee. So  we  have  a  lot  of  overlap  between  this  Committee  and  the 
Armed  Services  Committee,  and  we  plan  to  approach  this  from 
both  ends,  I  can  assure  you. 

Thank  you  very  much.  I  appreciate  it. 

Mr.  Bowsher.  Thank  you  very  much. 

Chairman  Glenn.  We  have  gone  way  over,  but  I  thought  it  was 
important  to  get  all  your  testimony  fleshed  out  a  little  this  morning 
here  so  we  would  know  exactly  what  the  problem  is. 

Thank  you. 

Our  next  panel  is  Jackie  Crawford,  Auditor  General  of  the  Unit- 
ed States  Air  Force,  and  Robert  Lieberman,  Assistant  Inspector 
General  for  Audit,  Department  of  Defense. 

Mr.  Crawford,  I  am  sorry  we  had  to  keep  everyone  waiting  so 
long  here  this  morning,  but  I  thought  that  with  the  new  report  that 
the  GAO  has  out,  it  was  important  we  get  all  that  and  expand  on 
it  a  little  bit  this  morning  so  we  will  know  exactly  what  we  are 
dealing  with. 

We  appreciate  your  being  here  this  morning,  and  we  look  for- 
ward to  your  statement.  Go  ahead  and  proceed,  and  then  we  will 
have  questions  afterwards. 

TESTIMONY  OF  JACKIE  R.  CRAWFORD,1  AUDITOR  GENERAL, 

UNITED  STATES  AIR  FORCE 

Mr.  Crawford.  Thank  you,  sir.  Mr.  Chairman,  I  am  pleased  to 
have  this  opportunity 


1  The  prepared  statement,  of  Mr.  Crawford  appears  on  page  149. 
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Chairman  Glenn.  Pull  that  mike  right  up  close  in  front  of  you, 
if  you  would.  Talk  right  into  it.  They  are  very  directional,  I  am 
sorry  to  say. 

Mr.  Crawford.  I  am  pleased  to  have  this  opportunity  to  report 
on  the  Air  Force  Audit  Agency  work  under  the  CFO  Act.  I  have 
submitted  a  statement  for  the  record,  so  I  will  limit  my  comments 
now  to  just  a  brief  overview. 

Chairman  Glenn.  Good.  All  your  statements  will  be  included  in 
the  record  in  their  entirety. 

Mr.  Crawford.  I  believe  the  Air  Force  is  committed  to  full  com- 
pliance with  the  CFO  Act,  and  the  members  of  the  Air  Force  Audit 
Agency  have  been  working  very  hard  to  carry  out  the  required  au- 
dits. 

The  Air  Force  leadership  has  been  very  supportive  in  providing 
the  staffing,  funding,  and  access  we  needed  for  the  CFO  audits. 
During  this  period  of  downsizing  and  declining  resources,  the  Air 
Force  still  provided  $3  million  and  105  manpower  spaces  for  CFO 
audit  work  in  fiscal  year  1992.  In  fiscal  year  1993,  the  Air  Force 
increased  the  resources  to  a  total  of  141  positions  and  $7  million. 
Without  this  support,  we  would  have  had  to  eliminate  a  very  sub- 
stantial portion  of  our  normal  internal  audit  work  in  order  to  sat- 
isfy the  requirements  of  the  CFO  audits. 

Implementing  the  CFO  audit  process  in  conjunction  with  a  rap- 
idly changing  financial  management  environment  has  been  quite  a 
challenge.  Ongoing  major  changes  have  included  implementation  of 
the  Defense  Business  Operations  Fund,  or  DBOF,  consolidation  of 
systems  development  under  the  Corporate  Information  Manage- 
ment, or  CIM  initiative,  and  the  capitalization  of  the  Air  Force  ac- 
counting and  finance  activities  into  the  Defense  Finance  and  Ac- 
counting Service,  or  DFAS. 

These  changes  have  significantly  impacted  the  ways  the  Air 
Force  had  planned  to  improve  financial  systems.  For  example,  be- 
fore these  changes,  the  Air  Force  had  a  program  under  way  known 
as  the  Base  Level  Accounting  and  Reporting  System  which  was  in- 
tended to  provide  a  much  needed  transaction-based  general  ledger. 
However,  this  program  was  terminated  because  of  the  consolidation 
of  the  accounting  and  finance  activities  and  the  Corporate  Informa- 
tion Management  initiative.  As  a  result,  we  are  seeing  delays  in  de- 
sired improvements  in  the  systems  supporting  Air  Force  financial 
processes;  however,  over  the  longer  run,  even  greater  benefits  are 
anticipated  from  DOD's  current  plan  to  standardize  financial  sys- 
tems across  the  Department. 

The  fiscal  year  1992  CFO  audits  were  the  largest  audit  under- 
taking in  our  history.  These  audits  consumed  over  192  staff  years, 
which  was  significantly  more  than  the  resources  allocated  to  us  for 
the  CFO  work.  We  have  issued  seven  opinion  reports,  including  an 
opinion  on  the  Air  Force  consolidated  financial  statements,  an  over- 
all opinion  on  the  rollup  of  the  Air  Force  DBOF  elements,  and  five 
separate  opinions  on  the  DBOF  business  areas  within  the  Air 
Force. 

In  addition  to  the  opinions,  we  are  issuing  supporting  reports  ad- 
dressing the  adequacy  of  the  internal  controls,  compliance  with 
laws  and  regulations,  and  implementation  of  the  Federal  Man- 
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agers'  Financial  Integrity  Act,  and  other  conditions  requiring  man- 
agement attention. 

Our  supporting  audit  reports  contain  over  140  recommendations 
to  Air  Force  and  DFAS  management  for  improvements  in  financial 
operations  and  reporting. 

Based  on  Government  auditing  standards  and  other  require- 
ments, we  concluded  that  we  could  not  express  an  audit  opinion  on 
the  financial  statements  that  we  reviewed.  Existing  accounting  sys- 
tems were  not  adequate  for  us  to  complete  all  the  audit  tests  need- 
ed to  verify  the  reliability  of  material  account  balances. 

As  this  Committee  heard  in  1992  testimony,  existing  Air  Force 
and  DOD  financial  systems  were  not  designed  to  support  auditable 
commercial-style'  financial  statements.  In  addition  to  our  overall 
concerns  with  the  reliability  of  the  accounting  systems,  we  identi- 
fied a  number  of  other  data  accuracy  and  reporting  problems. 

The  conditions  we  found  were  not  entirely  unexpected  because  of 
the  problems  identified  in  previous  GAO  audits.  The  Air  Force  and 
DFAS  are  taking  actions  to  address  many  of  the  accuracy  and  re- 
porting problems  highlighted  in  the  prior  GAO  audits  and  again  in 
our  audits. 

Additionally,  the  DOD  has  ongoing  longer-range  programs  to  im- 
prove accounting  systems.  Once  these  systems  are  in  place  and  the 
other  problems  of  reporting  are  corrected,  the  Air  Force  should  be 
capable  of  achieving  more  effective  financial  control  as  well  as  pro- 
ducing more  reliable  financial  statements. 

We  plan  to  continue  providing  audit  assistance  as  the  Air  Force 
and  DOD  implement  improved  financial  systems.  However,  estab- 
lishing effective  systems  will  require  considerable  time  and  cost.  So 
we  expect  it  will  be  several  years  before  we  can  issue  an  unquali- 
fied audit  opinion  on  the  Air  Force  financial  statements. 

Mr.  Chairman,  at  the  appropriate  time,  I  would  be  pleased  to  ad- 
dress any  questions  you  or  other  Committee  members  may  have. 

Chairman  Glenn.  Thank  you  very  much. 

Mr.  Lieberman,  proceed.  Talk  right  into  that  mike  there.  They 
are  very  directional. 

TESTIMONY  OF  ROBERT  J.  LIEBERMAN,1  ASSISTANT 
INSPECTOR  GENERAL  FOR  AUDIT,  DEPARTMENT  OF  DEFENSE 

Mr.  Lieberman.  Mr.  Chairman  and  members  of  the  Committee, 
I  appreciate  the  opportunity  to  be  here  this  morning.  I  am  accom- 
panied today  by  Ms.  Nancy  Hendricks,  who  runs  my  financial  man- 
agement audit  directorate,  and  Mr.  Jay  Lane,  who  supervised  sev- 
eral of  the  audits  that  I  will  be  talking  about  today. 

Since  my  statement  will  be  entered  into  the  record,  I  would  like 
to  just  summarize  the  results  of  the  financial  statement  audit  that 
we  just  completed  on  the  DBOF  financial  statements  for  fiscal  year 
1992. 

Our  audit  report  on  the  DBOF  principal  and  combining  state- 
ments was  formally  issued  yesterday,  and  I  brought  copies  with  me 
today.2  The  report  summarizes  the  Military  Department  auditors' 
numerous  separate  reports  on  the  individual  components  of  the 


'The  prepared  statement  of  Mr.  Lieberman  appears  on  page  151. 

2 Audit  Report:  Principal  and  Combining  Financial  Statements  of  the  Defense  Business  Oper- 
ations Fund— FY  1992.  (Report  No.  93-134,  June  30,  1993)  appears  on  page  162. 
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DBOF.  There  will  be  a  family  of  about  20  reports  in  all  that  will 
address  what  we  found  and  what  recommendations  we  have  for 
corrective  action. 

The  bottom  line  is  that  the  DBOF  financial  statements  were  in- 
accurate, unreliable,  and  incomplete.  In  short,  management  has 
significant  hurdles  to  cross  before  the  DBOF  financial  statements 
can  be  meaningful. 

We  were  unable  to  express  a  formal  audit  opinion  on  the  DBOF 
financial  statements  because  the  financial  statements  presented  to 
us  were  incomplete  and  the  audit  trails  were  not  adequate  to  per- 
form tests  of  transactions.  In  addition,  significant  deficiencies  in 
the  internal  control  structure  and  noncompliance  with  various  laws 
and  regulations  added  to  our  inability  to  express  an  opinion. 

Finally,  management  itself  would  not  attest  to  the  validity  of  all 
the  financial  statements  by  providing  us  management  and  legal 
representation  letters  for  many  of  the  DBOF  financial  statements. 
We  are  required  by  auditing  standards  to  obtain  such  assurances 
in  order  to  express  an  opinion. 

We  determined  the  DBOF  internal  control  structure  was  inad- 
equate, resulting  in  misstatements  on  the  financial  statements. 
Currently,  the  DOD  frequently  does  not  adhere  to  acceptable  ac- 
counting principles.  There  was  also  a  general  lack  of  consistency 
between  the  information  in  the  financial  accounting  systems  and 
the  various  reports  provided  to  the  OMB,  Treasury,  and  DBOF 
management. 

Specific  problems  including  the  following: 

First,  inadequate  control  over  cash.  We  were  not  able  to  verify 
the  accuracy  of  reported  net  cash  disbursements  for  fiscal  year 
1992  totaling  $3.1  billion  because  of  inadequate  audit  trails  and  de- 
ficient automated  systems.  In  addition,  there  was  a  $649  million 
variance  between  what  the  DBOF  reported  to  the  OMB  and  what 
was  presented  as  net  disbursements  on  the  combining  financial 
statements.  We  also  discovered  that  disbursements  and  collections 
were  not  properly  reported  to  the  Treasury. 

Second,  we  found  that  cash  transactions  recorded  by  the  DFAS 
centers  were  different  than  cash  transactions  recorded  at  the  busi- 
ness area  level. 

Third,  misstatements  occurred  on  the  financial  statements  due  to 
the  lack  of  policies  and  procedures  necessary  to  identify  or  elimi- 
nate intrafund  transactions.  Those  policies  were  supposed  to  be  in 
place  by  July  1992. 

Fourth,  the  accounts  receivable  and  revenue  balances  were  mis- 
stated on  the  Air  Force  consolidated  financial  statements. 

Fifth,  liabilities  were  not  properly  accounted  for. 

Sixth,  there  was  an  overall  lack  of  supporting  documentation. 

Seventh,  misstatements  occurred  on  the  capital  assets  and  inven- 
tory accounts  because  valuation  methods  were  not  consistently  ap- 
plied throughout  the  DBOF  business  areas. 

Eighth,  financial  data  were  not  reconciled  to  assure  consistent 
reporting  of  the  same  information  throughout  the  DBOF,  even 
within  the  same  DFAS  center.  For  example,  no  procedures  were  in 
place  to  assure  data  from  the  financial  systems  agreed  with  data 
from  the  budgetary  systems. 
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Ninth,  the  weekly  flash  cash  reports  were  unreliable  due  to  un- 
sound estimates  and  the  lack  of  comparability  to  other  reported 
cash  information.  The  purpose  of  those  reports  was  to  provide  time- 
ly feedback  to  the  DOD  Comptroller  to  assess  cash  requirements 
and  operate  the  DBOF  efficiently. 

Tenth,  we  were  not  able  to  perform  tests  to  verify  transactions 
due  to  the  lack  of  adequate  audit  trails. 

Eleventh,  uniform  accounting  systems  are  not  in  place.  One  nota- 
ble problem  created  by  the  lack  of  uniform  DOD  accounting  sys- 
tems is  that  information  is  not  comparable  between  the  DFAS  cen- 
ters. Each  Military  Department  and  Defense  Agency  has  a  unique 
code  to  identify  a  particular  type  of  transaction,  and  the  Service  or 
Agency  uses  crosswalks  to  determine  where  a  particular  trans- 
action should  be  recorded.  The  eight  different  crosswalks  in  use  do 
not  have  a  one-to-one  correlation  to  the  standard  general  ledger; 
therefore,  the  personnel  preparing  the  financial  statements  must 
judgmentally  interpret  which  account  classification  to  use  to  report 
a  particular  transaction.  The  process  is  inefficient  and  prone  to 
error. 

Finally,  twelfth,  only  one  DBOF  business  area  uses  the  DOD  uni- 
form chart  of  accounts. 

Mr.  Chairman,  another  section  of  our  report  deals  with  compli- 
ance with  laws  and  regulations  applicable  to  the  DBOF.  The  audit 
report  lists  many  instances  of  noncompliance  with  laws  and  regula- 
tions that  materially  affect  the  reliability  of  the  DBOF  principal 
and  combining  statements.  Those  are  listed  in  my  written  state- 
ment. 

The  only  one  I  would  like  to  mention  now  is  that  we  identified 
at  least  52  accounting  systems  used  for  the  DBOF  that  were  not 
compliant  with  requirements  of  title  2  of  the  GAO's  policies  and 
procedures  manual  for  guidance  of  Federal  Agencies,  and  the  Budg- 
et and  Accounting  Procedures  Act  of  1950.  Only  10  of  those  52 
noncompliant  systems  were  reported  in  the  FY  1992  DOD  FMFIA 
assurance  statement,  which  you  discussed  earlier  with  the  Comp- 
troller General.  We  agree  with  the  Comptroller  General's  remarks 
vis-a-vis  the  inadequacy  of  those  assurance  statements. 

It  would  be  somewhat  misleading  for  me  to  address  the  defi- 
ciencies in  the  DBOF  financial  statements  without  putting  them  in 
context.  Bluntly  stated,  although  some  of  the  defects  in  the  DBOF 
financial  statements  are  unique  to  DBOF,  essentially  those  state- 
ments suffer  from  the  same  systemic  weaknesses  and  problems 
that  affect  DOD  accounting  at  large  and  most  DOD  financial  state- 
ments for  fiscal  year  1992. 

The  Department  was  simply  ill-prepared  to  comply  with  the  fi- 
nancial statement  requirements  of  the  CFO  Act.  Its  systems  are 
not  only  incompatible,  frequently  outmoded,  and  often  beset  with 
problems,  but  were  also  simply  not  intended  to  accumulate  infor- 
mation needed  for  financial  statement  reporting.  As  in  many  other 
Federal  Agencies,  DOD  personnel  were  not  well  versed  in  how  to 
prepare  financial  statements  and  are  still  learning  what  they  are 
supposed  to  do,  as  well  as  how  to  do  it. 

Federal  accounting  standards  guidance  pertaining  to  financial 
statements  is  still  being  considered  and  incrementally  developed. 
Guidance  and  direction  have  been  slow  in  filtering  down  through 
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the  layers  of  bureaucracy  to  the  grass  roots.  Finally,  serious  dis- 
tractions have  included  Desert  Storm,  the  DOD  budget  drawdown 
and  the  shakedown  problems  of  DBOF,  and  the  problems  of  the 
newly  consolidated  Agencies,  especially  the  DFAS. 

However,  there  are  always  excuses,  and  the  fact  is  that  these 
problems  have  existed  for  a  long  time  and  have  not  been  dealt  with 
effectively. 

The  severe  difficulties  being  encountered  in  preparing  acceptable 
statements  are  perhaps  illustrated  by  three  items.  First,  most  of 
the  statements  were  not  officially  forwarded  to  us  until  April  1993, 
over  6  months  after  the  end  of  the  fiscal  year.  In  one  case,  75  per- 
cent of  the  balances  changed  between  the  statements  unofficially 
provided  for  audit  in  February  and  the  official  version  provided  in 
April. 

Incidentally,  this  put  a  tremendous  burden  on  the  auditors,  and 
I  am  proud  of  the  way  they  have  coped  with  it. 

Second,  of  the  16  fiscal  year  1992  statements  audited  by  my  of- 
fice, only  two  were  good  enough  to  merit  unqualified  or  "clean 
audit"  opinions.  The  others  received  qualified  or  adverse  opinions 
or  disclaimers.  The  bulk  were  disclaimers. 

I  will  provide  an  individual  listing  of  those  opinions  for  the 
record  for  your  information. 

[Subsequently,  the  following  information  was  furnished  for  the 
record:] 


Audit  prefect  Report  number  and  date  Opinion 


Defense  Business  Operations  Fund  Consolidated  Financial  Statements  93-134.  6/30/93  Disclaimer 

Defense  Logistics  Agency  Stock  Fund Not  yet  issued  do 

Defense  Information  Services  Fund  do  Qualified 

Defense  Finance  and  Accounting  Service  Fund  93-110,  6/11/93  Disclaimer 

Defense  Commissary  Agency  Stock  Fund 93-147,  6/30/93  Adverse 

National  Defense  Stockpile  Transactions  Fund  93-139,6/30/93  Disclaimer 

Pentagon  Reservation  Maintenance  Revolving  Fund  93-128,6/25/93  do 

Defense  Emergency  Response  Fund  93-111,6/14/93  Qualified 

Defense  Homeowners  Assistance  Fund  93-140,6/30/93  Adverse 

DoD  Military  Retirement  Trust  Fund 93-136,  6/30/93  Unqualified 

DoD  Education  Benefits  Fund  93-137,  6/30/93  Disclaimer 

National  Security  Education  Trust  Fund 93-143,  6/30/93  Qualified 

Defense  Commissary  Surcharge  Account  93-145,6/30/93  Disclaimer 

Foreign  Military  Loan  Liquidating  Account  93-106,  6/11/93  Unqualified 

Special  Defense  Acquisition  Fund 93-121,  6/21/93  Disclaimer 

Foreign  Military  Sales  Trust  Fund  93-123,  6/24/93  Adverse 

Defense  Security  Assistance  Agency 93-142,  6/30/93  do 

Chairman  Glenn.  We  would  like  to  have  that.  Thank  you. 

Mr.  Lieberman.  Third,  management  is  still  generally  unwilling 
or  unable  to  provide  either  management  representation  letters  or 
legal  representation  letters  to  attest  to  the  validity  of  the  financial 
statements. 

Mr.  Chairman,  we  view  the  preparation  and  audit  of  financial 
statements  as  a  good  litmus  test  of  how  well  an  organization  can 
track  assets  and  costs.  Until  meaningful  performance  indicators 
can  be  developed,  the  usefulness  of  financial  statements  themselves 
will  be  chiefly  as  an  indicator  of  organizational  discipline  and  fi- 
nancial control.  The  financial  statements  are  not  currently  used  in 
their  own  right  for  decisionmaking  or  even  explanation  of  program 
results,  nor  can  they  be  in  their  present  state. 

Meanwhile,  however,  the  observer  should  not  lose  sight  of  the 
fact  that  there  is  a  constant  flow  of  other  information  available  on 
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how  well  DOD  is  carrying  out  its  financial  functions.  I  am  referring 
to  internal  audit  reports  on  financial  matters  other  than  financial 
statement  reporting  per  se. 

Those  audit  reports  help  to  refute  any  notion  that  DOD  financial 
management  problems  are  confined  simply  to  the  inability  to  follow 
arcane  accounting  rules  well  enough  to  get  a  clean  audit  opinion. 
They  indicate  the  need  for  improvement  in  a  wide  range  of  finan- 
cial operations,  including  paying  contractors  and  personnel,  main- 
taining fund  control  and  appropriation  integrity,  managing  cash 
and  collecting  debts. 

A  summary  of  some  of  the  reports  issued  by  my  office  on  those 
matters  is  attached  to  my  written  statement. 

I  would  like  to  interject  one  note  at  this  point.  I  followed  the  dis- 
cussion with  the  Comptroller  General  very  closely,  and  I  would  like 
to  say  that  we  are  equally  concerned  about  the  problems  related  to 
both  vendor  payments  and  payroll  payments.  In  fact,  we  have  a  lot 
of  audit  work  under  way  right  now  which  is  going  to  generate  sev- 
eral reports  later  this  year.  I  think  those  reports  will  be  exactly  on 
point  for  your  benefit  and  the  benefit  of  DOD  management  over  the 
next  few  months. 

We  will  work  very  closely  with  the  General  Accounting  Office  on 
matters  such  as  duplicate  payments  and  appropriation  integrity.  I 
think  between  the  two  of  us  we  can  furnish  a  pretty  good  idea  to 
DOD  managers  and  to  you  of  exactly  what  is  going  on. 

Throughout  DOD's  history,  there  seemingly  were  always  finan- 
cial management  improvement  programs  of  various  kinds  in  place. 
But  the  commitment  and  genuine  interest  of  top  management  in 
them  is  often  suspect. 

Likewise,  the  Congress  focused  on  budget  content  and  levels  of 
budget  authority  and  outlays  with  occasional  flareups  related  to 
weapons  system  cost  estimates  and  overruns. 

There  was  little  apparent  interest,  however,  in  DOD  financial  op- 
erations per  se.  The  DOD  internal  audit  community  fell  into  the 
same  pattern,  deemphasizing  financial  audits  because  nobody 
seemed  interested  in  them.  While  a  few  audits  such  as  those  dis- 
cussed in  the  attachment  to  my  statement  were  performed  prior  to 
1991,  generally  audit  coverage  of  finance  and  accounting  matters 
was  spotty. 

The  combination  of  the  CFO  Act  and  the  Department's  renewed 
interest  in  its  financial  management  problems,  which  I  think  large- 
ly stems  back  to  the  former  Deputy  Secretary  of  Defense  Don  At- 
wood,  have  joined  together  to  give  us  hope  that  there  is  more  mo- 
mentum toward  improvement  now  than  there  has  been  in  the  past. 

However,  I  have  sat  before  you  before,  Mr.  Chairman,  and  talked 
about  several  other  thorny  problem  areas  in  the  Department  of  De- 
fense, such  as  supply  management,  quality  assurance,  and  contract 
administration,  and  the  theme  always  seems  to  be  the  same.  These 
are  long-standing  problems  that  have  built  up  over  the  years.  Peo- 
ple have  been  aware  of  them  for  years  and  promised  improvement. 
But  due  to  turnover  in  key  DOD  positions  and  other  distractions, 
there  always  seems  to  be  an  excuse  why  we  can't  get  to  closure. 

We  certainly  hope  this  doesn't  continue  in  the  financial  manage- 
ment area  because  it  needs  several  sustained  years  of  very  close  at- 
tention. Therefore,  we  very  much  welcome  the  hearings  that  you 
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have  been  having,  and  we  would  be  pleased  to  participate  in  any 
future  hearings  of  this  type. 

As  I  mentioned  before,  we  have  a  lot  of  audits  planned  or  under 
way  that  will  deal  precisely  with  some  of  the  financial  management 
issues  that  have  been  broached  this  morning.  These  are  over  and 
above  the  financial  statement  audits  that  are  mandated  by  the 
CFO  Act. 

Resources  are  limited  and  under  severe  budget  pressure  for  ev- 
erybody in  the  DOD,  and  that  includes  the  audit  community.  Fi- 
nancial statement  audits  are  very  labor-intensive  and  costly.  The 
DOD  audit  community,  Mr.  Crawford's  people,  mine,  and  the  Army 
and  Navy  internal  auditors,  expended  an  estimated  533  work  years 
auditing  the  fiscal  year  1992  financial  statements.  The  estimated 
cost  was  over  $44  million,  and  that  does  not  include  whatever  the 
General  Accounting  Office's  extensive  efforts  cost.  The  DBOF  finan- 
cial statement  audits  alone  took  over  300  audit  staff  years  and  cost 
at  least  $16  million. 

Not  only  are  the  costs  high,  but  the  financial  statement  audit 
workload  cut  deeply  into  our  ability  to  do  other  audits,  either  in  the 
financial  area  or  elsewhere,  because  only  328  of  the  544  work  years 
used  were  budgeted  for  financial  statement  audits. 

It  is  also  disturbing  that,  despite  this  large  resource  commit- 
ment, we  still  were  only  able  to  look  at  44  of  the  67  statements 
that  theoretically  should  have  been  audited  per  the  CFO  Act. 

In  the  future,  we  need  more  flexibility  to  choose  the  funds  to 
which  to  apply  the  GAO  model  financial  statement  audit  approach. 
Using  lessons  learned  from  the  first  rounds  of  DOD  financial  state- 
ment audits,  we  need  to  fashion  a  more  cost-effective  overall  audit 
approach,  without  in  any  way  easing  up  the  pressure  on  the  comp- 
troller community  to  solve  its  problems. 

My  staff  has  come  up  with  some  creative  ideas  on  how  to  do  this, 
I  think.  In  addition  to  concentrating  future  financial  statement  au- 
dits on  only  those  funds  where  the  approach  has  clearly  been  bene- 
ficial, we  plan  to  perform  a  series  of  separate  audits  whose  objec- 
tives will  be  to  determine  what  information,  financial  or  non- 
financial,  is  actually  being  used  by  managers  for  decisionmaking 
purposes.  We  will  then  examine  how  well  the  existing  internal  con- 
trols assure  the  accuracy  of  that  information,  what  are  the  sources, 
and  what  are  the  interfaces  with  official  financial  accounting 
records.  Those  audits  will  supplement  and  complement  the  finan- 
cial statement  audits.  In  addition,  we  will  take  a  multiyear,  build- 
ing block  approach  for  the  future  DBOF  financial  statement  audits. 
The  Committee's  support  of  that  aggressive  but  more  balanced  and 
efficient  audit  approach  would  be  very  helpful  to  us. 

To  conclude,  Mr.  Chairman,  in  semiannual  reports  to  the  Con- 
gress and  in  individual  audit  reports  we  have  identified  financial 
management  as  one  of  the  DOD  management  areas  with  the  most 
pressing  problems.  We  look  forward  to  working  closely  with  DOD 
management  and  the  Congress  to  maintain  sharp  focus  on  what 
needs  to  be  done  and  how  the  DOD  improvement  efforts  are  pro- 
gressing. This  concludes  my  statement. 
Chairman  Glenn.  Thank  you  very  much. 
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You  talk  about  key  DOD  positions,  and  Mr.  Bowsher  made  a  spe- 
cial point  of  our  personnel  needs  over  there  and  getting  quality 
people  to  do  these  things. 

I  guess  my  first  question  would  be:  How  much  of  this  auditing 
is  dependent  on  having  key  civil  service  people  who  are  there  ad- 
ministration in  and  administration  out,  as  opposed  to  having  the 
political  leadership  over  there  of  the  to  level?  What  is  the  combina- 
tion there? 

Let  me  tell  you  why  I  ask  that.  There  is  a  little  background  to 
this.  In  this  Committee,  I  asked  for  the  GAO  some  time  ago  to — 
I  knew  that  the  people  coming  into  Government  that  are  political 
appointees  don't  stay  long  enough  sometimes  to  really  get  the  job 
done.  And  I  am  probably  more  concerned  about  that  than  I  am  the 
President  is  concerned  about  people  can't  do  anything  back  in  Gov- 
ernment for  5  years  after  their  employment.  Because  the  figures 
GAO  came  up  with — and  this  was  over  the  last  11  years — were 
that  of  the  political  appointees  in  general  that  come  into  Govern- 
ment, 31  percent  are  gone  within  18  months,  and  half  of  the  politi- 
cal appointees  are  gone  within  27  months. 

Now,  figuring  it  takes  2  or  3  months  to  find  out  what  you  are 
doing  once  you  come  in,  and  you  are  a  short-timer  the  last  couple 
of  months  and  don't  get  much  done,  that  doesn't  leave  a  very  big 
cadre  of  people  there  that  know  what  they  are  doing. 

So  I  don't  know  what  the  combination  is  here.  We  talk  about  get- 
ting good  people  over  there.  Is  it  good  people  at  the  civil  service 
level  that  we  get  up  that  know  really  what  they  are  doing,  or  is 
it  the  political  appointees  have  to  really  take  this  thing  and  shake 
it  hard  and  do  something  with  it?  Do  you  have  any  comments  in 
that  regard? 

Mr.  Lieberman.  Well,  Mr.  Chairman,  I  am  a  career  civil  servant, 
and  most  career  civil  servants  would  like  to  think  that  we  could  get 
along  just  fine  without  any  political  appointees.  [Laughter.] 

Chairman  Glenn.  I  am  not  sure  you  are  going  to  have  that  lux- 
ury. 

Mr.  Lieberman.  The  fact  of  the  matter  is  that  is  not  true. 

Chairman  Glenn.  Back  to  reality  now. 

Mr.  Lieberman.  Yes,  back  to  reality.  [Laughter.] 

The  fact  of  the  matter  is  the  career  bureaucracy  simply  doesn't 
have  the  authority  or  the  credibility  or  the  weight  to  carry  through 
really  drastic  reforms,  and  we  need  really  drastic  reforms  in  this 
financial  management  area. 

Therefore,  it  is  terribly  important  that  political  appointees  be 
qualified  and  be  committed  to  a  coherent  goal.  In  the  long  run,  it 
really  doesn't  matter  if  positions  turn  over  as  long  as  we  don't  get 
wild  swings  in  policy  every  time  someone  leaves. 

Regarding  the  CFO  Act,  one  of  its  greatest  virtues  is  that  it  will 
force  whoever  is  in  charge  of  financial  management  operations  to 
pay  attention  to  what  is  going  on.  In  the  past,  as  I  said,  the  inter- 
nal audit  community  as  well  as  everybody  else  was  guilty  of  a  cer- 
tain amount  of  apathy,  or  maybe  more  kindly  put,  we  were  dis- 
tracted by  other  things.  Certainly  there  were  important  acquisition 
matters,  logistics  matters,  and  other  things  like  that  that  people 
wanted  us  to  look  into,  and  they  were  what  we  were  spending  our 
resources  on.  But  there  just  wasn't  top-level  commitment  and  inter- 
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est  in  the  Department  when  it  came  to  improving  financial  sys- 
tems. 

I  think  the  fact  that  Deputy  Secretary  Perry  has  weighed  in  over 
the  last  couple  weeks  on  this  matter  is  very  important,  because  I 
think  the  Deputy  Secretary's  attitude  is  crucial.  The  DOD  Comp- 
troller, whoever  that  is,  cannot  necessarily  get  the  services,  for  ex- 
ample, to  stay  in  line  and  all  keep  moving  in  the  same  direction. 
It  takes  more  authority  than  that. 

Chairman  Glenn.  I  agree  with  that,  and  I  was  glad  to  see  his 
interest  expressed  in  some  of  these  matters,  too. 

Mr.  Crawford,  do  you  have  any  comments  on  civil  service  versus 
political  or  working  together,  or  any  comments  on  that? 

Mr.  Crawford.  Well,  maybe  indirectly.  The  changes  in  the  finan- 
cial community  over  the  last  2  or  3  years  have  been  very  substan- 
tial as  opposed  to  the  changes  over  a  number  of  years  prior  to  that. 
We  have  had  new  ideas  with  the  creation  of  DFAS  and  DBOF  and 
all  those  things  come  out  of  the  prior  administration. 

What  we  need,  whether  it  comes  from  political  leadership  or  oth- 
erwise, is  funding  and  a  sustained  effort  to  develop  the  systems. 
The  underlying  thing  under  all  the  issues  you  have  heard  from  the 
GAO,  DOD  IG,  and  the  service  audit  organizations  is  that  the  sys- 
tems underneath  are  not  good  enough  to  produce  accurate  data. 
Many  of  the  systems  are  old,  developed  in  1961  or  prior,  and  we 
have  got  to  have  the  work  on  those  systems.  That  work  is  going 
to  be  costly,  time  consuming,  and  take  you  a  long  time. 

So  as  the  new  political  leadership  comes  in,  if  they  support  the 
funding  and  the  continuation  of  the  efforts  to  develop  better  sys- 
tems, then  I  think  we  will  go  a  long  way. 

Chairman  Glenn.  Why  is  it  taking  so  long,  though?  You  know, 
this  is  the  third  audit  of  the  Air  Force  in  5  years,  and  here  we  are 
back  at  the  same  old  stand  again  that  we  have  been.  This  is  not 
brand  new  today.  This  is  a  more  concentrated  dose,  maybe,  than 
we  have  had  sometimes  in  the  past.  But  why  does  it  take  so  long? 

Mr.  Crawford.  Systems  development  is  a  time-consuming  proc- 
ess. We  really  haven't  been  able  to  make  progress.  The  efforts  the 
Air  Force  had  under  way  to  develop  those  accounting  systems — and 
they  had  invested  considerable  money  in  that  and  had  allocated 
considerable  budget  to  further  develop  them — all  that  has  been 
stopped  right  now  while  we  resort  and  try  to  do  it  on  a  grander 
scheme  and  do  it  DOD-wide. 

So  we  have  had  a  delay.  It  is  regrettable,  and  we  are  paying  the 
price  with  the  problems  that  we  are  still  dealing  with. 

Chairman  Glenn.  How  long  is  it  going  to  take?  How  many  years 
are  we  going  to  continue  having  hearings  like  this? 

Mr.  Crawford.  I  certainly  don't  know,  but  before  we  get  to  avail- 
able financial  statements,  we  need  further  development  of  report- 
ing standards  as  well  as  system  improvements.  Therefore,  it  will 
likely  take  several  more  years. 

Chairman  Glenn.  I  don't  know  whether  you  need  to  talk  to  some 
of  the  people  over  at  GSA,  but  they  had  financial  management 
problems  of  their  own,  and  they  have  had  several  years  of  audits, 
too.  They  started  out  getting  qualified  opinions,  but  they  are  now 
getting  clean  opinions  from  their  auditors. 
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I  think  after  5  years  we  could  begin  to  expect  some  clean  opin- 
ions on  the  Air  Force  also.  I  don't  know  how  long  it  continues.  I 
just  hate  to  have  an  indefinite  statement  that  we  are  just  going 
into  the  future  and  going  to  all  try  and  do  better,  because  we  have 
heard  that  before. 
Mr.  Crawford.  Yes,  sir.  I  realize  that. 

Chairman  Glenn.  Many  years  in  a  row.  What  do  you  need  more 
of?  Anything?  Do  you  need  more  money?  Do  you  need  more  people? 
I  know  you  always  could  use  more  of  whatever,  but  is  that  the 
major  problem  that  prevents  you  from  implementing  some  of  these 
things? 

Mr.  Crawford.  We  believe  we  had  enough  money  and  enough 
people  to  do  the  audits.  Money  and  people  are  needed  in  designing 
and  implementing  the  systems,  I  think.  Really,  it  is  a  corporate  De- 
partment of  Defense  issue  now,  and  not  just  an  Air  Force  issue.  Al- 
though we  had  these  problems  in  the  Air  Force  that  existed  before 
DFAS  was  created  and  we  handed  off  systems  with  major  problems 
to  DFAS,  to  fix  them  now  requires  cooperation  between  the  services 
and  the  OSD  organizations.  I  believe  they  are  working  toward  that 
cooperation. 

Chairman  Glenn.  Everybody  says  we  don't  need  more  legislation 
in  this  area,  that  the  systems  we  have  out  there,  with  the  CFO  and 
IG  and  all  these  different  systems,  FMFIA  and  all  these  different 
systems  now  are  adequate,  but  we  need  the  people  to  do  the  job. 
Are  we  getting  improvement  in  the  quality  of  people  to  make  these 
systems  work.  If  that  is  the  key  element,  then  that  is  what  we 
have  to  concentrate  on. 

Are  we  getting  better  people  now,  or  what  are  we  doing  to  up- 
grade our  people? 

Mr.  Crawford.  Well,  I  think  we  have  quality  people  in  the  fi- 
nancial management  community.  Obviously  we  have  got  problems 
at  some  level  with  staffing  and  adequate  support  for  systems  devel- 
opment. 

Chairman  Glenn.  Well,  if  we  have  good  people  and  we  don't 
need  new  legislation,  then  what  is  going  to  improve  that  is  going 
to  get  us  out  of  this  mess? 

Mr.  Crawford.  Investment  in  the  systems  development,  in  the 
time  and  energy  to  design  the  software  and  put  those  new  systems 
in,  test  them  and  make  sure  they  work,  design  in  internal  controls 
as  we  develop  those  systems. 

Chairman  GLENN.  Mr.  Lieberman. 

Mr.  Lieberman.  I  think  genuine,  sustained,  top-level  manage- 
ment interest  can  make  it  happen.  If  the  Department  doesn't  have 
enough  internal  resources,  as  the  Comptroller  General  suggests, 
there  are  plenty  of  places  to  go  for  advice.  And  I  don't  think  that 
resources  or  lack  of  talent  are  the  problem. 

But  the  fact  is  it  will  take  several  years  of  focus,  and  I  think 
that,  unfortunately,  a  combination  of  factors  has  contributed  to  a 
temporary  loss  of  momentum.  I  am  not  sure  that  the  change  of  ad- 
ministration by  itself  would  have  been  that  disruptive,  but  cer- 
tainly the  fact  that  during  the  past  3  years  the  DOD  reorganized 
its  whole  financial  accounting  structure,  chose  the  same  time  to  im- 
plement the  DBOF,  and  created  several  other  new  Defense  Agen- 
cies that  will  all  have  a  lot  of  problems  associated  with  them  dur- 
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ing  the  shakedown  period,  plus  the  turnover  in  administrations, 
has  made  it  difficult  to  keep  real  focus  on  financial  systems  im- 
provement. But  I  think  that  is  recoverable,  and  it  should  be  recov- 
erable over  the  next  few  months. 

Chairman  Glenn.  Mr.  Crawford,  your  audit  report  indicates  that 
at  6  of  19  installations  you  reviewed,  the  required  reconciliations 
between  civilian  pay  and  personnel  records  were  not  completed. 

What  steps  is  the  Agency  taking  or  the  Air  Force  management 
or  whomever  to  determine  if  reconciliation  in  civilian  payroll  has 
been  made  and  those  investigations  completed?  Is  that  under  way? 
Mr.  Crawford.  Yes,  sir.  We  reported  that  as  an  internal  control 
problem  because,  as  pointed  out  earlier,  in  the  Army  and  elsewhere 
there  is  a  high  risk  if  you  don't  do  that  reconciliation.  Of  the  six 
installations  that  didn't  do  the  reconciliation,  we  looked  at  it  exten- 
sively in  the  audit,  did  some  samples,  and  at  three  of  the  installa- 
tions there  were  no  mismatches  of  pay,  and  at  the  other  three  in- 
stallations we  found  very  minor  mismatches,  like  $1,300  overpay- 
ment and  $500  underpayment. 

But  the  important  thing  is  that  we  have  made  a  recommendation 
to  DFAS  to  require  some  positive  assurance  as  the  data  flows  up — 
from  the  bases  to  DFAS— that  the  reconciliations  are  done.  The 
reconciliations  were  being  done  in  large  part,  but  we  found  those 
six  installations  where  they  were  not  being  done.  So  we  tried  to 
strengthen  the  controls  to  assure  that  the  reconciliations  are  ac- 
complished. 

Chairman  Glenn.  Mr.  Lieberman,  is  this  a  DOD-wide  problem, 
do  you  think?  Are  we  not  matching  our  checks  going  out  with  the 
people  that  are  still  employed  legally? 
Mr.  Lieberman.  Yes,  I  think  it  is  a  widespread  problem. 
Chairman  Glenn.  It  is  throughout  all  the  services  and  DOD  in 
general? 
Mr.  Lieberman.  I  would  suspect  so. 

Chairman  Glenn.  What  are  we  doing  in  that  regard,  then,  if  this 
is  a  problem?  It  seems  to  me  that  is  pretty  fundamental,  as  Sen- 
ator Dorgan  pointed  out  a  little  while  ago,  to  see  that  the  personnel 
records  match  where  the  checks  are  going. 

Mr.  Lieberman.  Well,  it  is  a  good  subject,  and  certainly  we  will 
try  to  run  down  in  the  future.  But  I  think  the  services  are  very 
alike  in  the  state  of  their  controls  and  the  pay  systems  are  all  run 
by  DFAS.  As  the  Comptroller  General  said,  he  expects  the  Navy  fi- 
nancial statement  audit  to  be  basically  a  replay  of  the  Air  Force 
and  the  Army,  with  the  kinds  of  problems  that  he  found  there  and 
I  would  agree  with  that. 

Chairman  Glenn.  Well,  you  know,  the  reason  GAO  picked  the 
Air  Force  to  begin  with  was  because  they  thought  that  the  Air 
Force  had  the  best  systems. 
Mr.  Lieberman.  Yes. 

Chairman  Glenn.  The  best  administered  systems.  And  so  I  don't 
know  whether  your  surmise  that  the  Navy  will  run  into  exactly  the 

same  problems  or  not  will 

Mr.  Lieberman.  Well,  I  am  not  sure  that  the  conventional  wis- 
dom was  right  in  saying  that  the  Air  Force  was  the  most  advanced. 
Chairman  Glenn.  Has  the  problem  with  DBOF  surprised  you? 
Because  I  thought  that  was  going  to  be  a  relatively  simple  thing. 
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We  had  nine  separate  funds.  They  supposedly  had  their  own  ac- 
counts. To  just  combine  nine  separate  into  a  bigger,  sort  of  a  sum- 
mary account,  which  is  a  simplification  of  it,  I  know,  but  that  is 
basically  what  we  were  doing,  and  all  at  once  we  ran  into  a  real 
hornet's  nest.  It  has  been  nothing  but  problems. 

Does  that  mean  that  the  original  nine  funds  were  that  fouled  up 
to  begin  with  that  they  couldn't  be  combined  in  any  good  way? 

Mr.  Lieberman.  Let  me  separate  my  answer  into  two  parts,  if  I 
might.  In  terms  of  not  being  ready  to  do  accurate  financial  report- 
ing and  generating  a  good  financial  statement,  our  results  did  not 
surprise  me.  In  fact,  in  1991,  before  DBOF  was  formed,  we  did  the 
first  CFO  audits,  and  found  problems.  For  instance,  the  Navy  audit 
service  found  all  kinds  of  problems  in  the  Navy  industrial  fund, 
which  was  one  of  those  nine  funds  that  was  ultimately  merged  into 
DBOF.  So  we  expected  the  same  sorts  of  financial  reporting  prob- 
lems to  appear  in  the  DBOF  at  large,  and  they  did. 

What  has  surprised  me,  I  think,  is  the  extent  of  the  cash  man- 
agement problem  that  has  developed  in  DBOF  this  year.  I  don't 
think  anybody,  certainly  not  OSD,  anticipated  there  would  be  as 
many  problems  in  centrally  managing  cash  as  it  has  turned  out. 

Chairman  GLENN.  This  past  February  the  inspector  general, 
DOD  inspector  general,  issued  a  report  on  the  Air  Force's  missile 
procurement  appropriations,  and  your  report  shows  that  the  Air 
Force  had  been  relying  on  the  flexibility  and  lack  of  accountability 
inherent  in  the  "M"  accounts  to  avoid  Anti-Deficiency  Act  viola- 
tions. The  report  indicates  the  Air  Force  missile  procurement  ac- 
counts for  fiscal  years  1987  and  1988  have  deficiencies  which  may 
total  as  much  as  $300  million.  Equally  disturbing  is  the  suggestion 
that  the  Air  Force  may  have  terminated  and  immediately 
reprocured  contracts  for  the  advanced  Cruise  missile  primarily  for 
the  purpose  of  avoiding  the  stigma  of  the  Anti-Deficiency  Act  viola- 
tion, which  could  cost  taxpayers  as  much  as  $49  million. 

What  has  been  DOD's  response  to  the  recommendations  in  your 
report?  And  are  you  satisfied  with  the  actions  they  have  taken? 

Mr.  Lieberman.  It  has  been  a  mixed  bag,  Mr.  Chairman.  They 
agreed  with  a  couple  of  the  things  we  suggested.  They  requested 
legislation  that  we  supported,  and  that  legislation  was  passed. 
They  agreed  to  require  field  activities  to  report  and  promptly  proc- 
ess upward  obligation  adjustments;  that  is,  get  obligations  on  the 
books  so  that  people  could  see  that  they  exist. 

They  agreed  to  accelerate  plans  to  solve  problems  with  something 
called  negative  unliquidated  obligations,  which  indicate  accounting 
screw-ups.  All  those  actions  are  under  way. 

They  agreed  that  Anti-Deficiency  Act  violation  investigations 
were  needed  on  several  different  programs.  It  took  until  this  past 
April  for  one  of  those  investigations  to  get  started,  which  I  think 
is  far  too  long.  But  in  any  event,  those  are  under  way  now. 

We  do  have  a  couple  of  ongoing  disagreements  on  a  couple  of 
other  points  which  are  being  worked  through  the  Department's 
audit  followup  process.  And  if  they  can't  be  resolved,  we  will  ele- 
vate them  to  Deputy  Secretary  Perry  for  adjudication. 

Chairman  Glenn.  There  have  been  some  indications  that  similar 
shifts  in  funds  have  been  taken  in  the  missile  account  since  fiscal 
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years  1987  and  1988.  Mr.  Crawford,  are  you  looking  into  that?  Are 
you  aware  of  that?  Are  you  looking  into  that? 

Mr.  Crawford.  We  have  had  audits  of  selected  elements  of  the 
missile  programs,  but  the  GAO  or  DOD  IG  has  done  most  of  the 
work  on  the  financial  aspects  of  these  programs. 

Chairman  Glenn.  Well,  are  you  aware,  though,  of  some  of  the 
similar  shifts  in  funds  that  have  taken  place  in  missile  accounts 
since  1987  and  1988? 

Mr.  Crawford.  I  am  not  aware  of 

Mr.  Lieberman.  I  can  answer  that. 

Chairman  Glenn.  OK  Mr.  Lieberman. 

Mr.  Lieberman.  We  are  aware  of  them  because  Senator  Grass- 
ley's  office  has  mentioned  them  to  us.  However,  he  asked  the  GAO 
to  look  into  that,  so  we  have  stepped  back. 

Chairman  GLENN.  So  you  don't  have  information  on  that  this 
morning,  then? 

Mr.  Lieberman.  No,  sir. 

Chairman  Glenn.  All  right.  We  do  have  to  move  on  to  the  next 
panel  here.  We  will  probably  have  some  additional  questions  for 
you.  We  would  appreciate  your  early  response  in  writing  so  we  can 
include  them  as  part  of  the  record. 

Thank  you  very  much  for  being  here  this  morning. 

Mr.  Crawford.  Thank  you,  sir. 

Mr.  Lieberman.  Thank  you. 

Chairman  Glenn.  Our  next  and  last  panel  this  morning  is  Alvin 
Tucker,  Acting  Chief  Financial  Officer,  CFO,  of  the  Department  of 
Defense;  Mr.  Albert  Conte,  Acting  Assistant  Secretary  for  Financial 
Management  of  the  U.  S.  Navy;  Mr.  John  Beach,  Principal  Deputy 
Assistant  Secretary  for  Financial  Management,  U.S.  Air  Force;  Lt. 
Gen.  Merle  Freitag,  Comptroller  of  the  Army;  Gary  Amlin,  Prin- 
cipal Deputy  Director  of  DFAS,  Defense  Finance  and  Accounting 
Service,  Department  of  Defense. 

I  understand  you  all  have  statements.  All  of  your  more  lengthy 
statements  will  be  included  in  the  record  as  though  delivered,  and 
we  would  appreciate  a  summary  of  those  statements. 

Mr.  Tucker,  if  you  would  lead  off,  we  would  appreciate  it. 

TESTIMONY  OF  ALVIN  TUCKER,1  ACTING  CHIEF  FINANCIAL 
OFFICER,  DEPARTMENT  OF  DEFENSE. 

Mr.  Tucker.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  thank  you  for  the  opportunity  to  discuss  with  you 
this  morning  financial  management  in  the  Department  of  Defense. 

DOD  at  every  level  today  is  committed  to  improving  the  quality 
and  reliability  of  its  financial  information.  We  are  also  intent  on 
maintaining  our  internal  management  controls  and  on  strengthen- 
ing them  in  those  areas  where  they  have  been  found  deficient.  We 
are  working  hard  to  develop  performance  measures  for  our  activi- 
ties and  link  those  measures  to  financial  data,  both  cost  data  and 
budget  data.  We  are  dedicated  to  developing  new  and  better  ac- 
counting systems  that,  in  time,  will  produce  more  reliable  financial 
data  and  financial  statements  that  can  be  audited.  And  we  plan  to 


1  The  prepared  statement  of  Mr.  Tucker  appears  on  page  301. 
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reduce  the  cost  of  DOD's  finance  and  accounting  operations  sub- 
stantially. 

Mr.  Chairman,  these  are  the  same  goals  that  you  and  your  Com- 
mittee and  the  Congress  had  in  mind  when,  in  1990,  it  enacted  the 
Chief  Financial  Officers  Act.  We  in  the  Department  of  Defense  be- 
lieve we  have  been  in  the  vanguard  of  the  effort  to  implement  the 
CFO  Act  throughout  the  Federal  Government. 

In  1991,  the  first  CFO  named  under  the  act  by  the  President  was 
the  DOD  Comptroller.  In  that  same  year,  the  Department  initiated 
three  major  efforts:  (1)  to  improve  financial  systems;  (2)  to  create 
a  more  businesslike  environment  in  DOD  support  operations;  and 
(3)  to  reduce  the  cost  of  finance  and  accounting  operations.  In  addi- 
tion, we  have  spearheaded  the  drive  to  identify  meaningful  per- 
formance measures  both  in  DOD  and  throughout  the  Federal  Gov- 
ernment. And,  finally,  we  in  DOD  are  playing  an  important  role  in 
developing  new  accounting  standards  and  financial  statements  for 
the  entire  Government. 

In  short,  Mr.  Chairman,  DOD  supports  the  CFO  Act  and  has  un- 
dertaken bold  and  innovative  steps  to  achieve  the  goals  of  the  act. 

Let  me  touch  briefly  on  a  few  of  those  steps. 

The  Department  has  consolidated  its  finance  and  accounting  op- 
erations into  a  single  Agency — the  Defense  Finance  and  Accounting 
Service.  It  is  the  task  of  this  Agency  to  improve  our  financial  oper- 
ations and  to  reduce  our  operating  locations  from  its  current  300- 
plus  sites  down  to  a  handful  of  accounting  centers  at  from  5  to  15 
locations.  In  the  process,  DFAS  will  reduce  the  number  of  people 
devoted  to  these  functions  from  44,000  to  about  20,000  employees, 
and  save  $1  billion  annually  as  compared  to  the  cost  of  those  same 
operations  in  1990. 

In  conjunction  with  the  DFAS  consolidation  initiative,  DOD  has 
embarked  on  an  effort  to  standardize  and  modernize  its  accounting 
systems.  This  is  being  done  as  part  of  the  Corporate  Information 
Management  program.  The  goal  here  is  to  reduce  the  over  400  ac- 
counting systems  now  in  use  in  DOD  down  to  a  relative  few  that 
can  be  maintained  and  used  throughout  the  Department. 

In  the  area  of  business-type  operations,  the  Department  has 
under  way  an  initiative  to  identify  costs  to  outputs,  to  make  both 
customers  and  managers  of  our  business  areas  aware  of  these 
costs,  and  to  link  these  costs  to  realistic  budgets  and  meaningful 
performance  goals.  This  effort  underpins  the  Defense  Business  Op- 
erations Fund. 

With  regard  to  performance  measures,  DOD  is  working  diligently 
to  produce  meaningful  measures  that  make  sense  to  operators  of 
both  our  major  mission  activities  and  our  support  operations,  as 
well  as  make  sense  to  agency  heads  and  Congress.  The  DOD  Comp- 
troller's Office  has  developed  and  sent  to  Congress  a  preliminary 
set  of  performance  measures  for  the  Department's  business-type  ac- 
tivities. And  the  Department  has  participated  fully  with  the  CFO 
Council's  Financial  Systems  Committee  in  its  project  to  develop 
Government-wide  performance  measures  for  Federal  financial  oper- 
ations. 

Finally,  the  Department  participates  in  and  supports  the  work  of 
the  Federal  Accounting  Standards  Advisory  Board.  With  our  help, 
the  Board  has  approved  three  statements  of  accounting  standards 
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and  a  statement  on  financial  reporting  objectives.  We  will  continue 
to  support  the  work  of  the  Board  because  we  believe  that  this  proc- 
ess is  the  only  way  to  ensure  the  Federal  Government  has  account- 
ing standards  that  can  be  understood  by  Agencies  and  that  can,  in 
fact,  be  implemented. 

Of  course,  none  of  these  initiatives  has  been  error-free  and,  as 
you  know,  one  of  them,  the  Defense  Business  Operations  Fund,  is 
currently  being  reviewed  within  the  Department  to  assess  the  suc- 
cess of  its  implementation.  But  there  is  no  doubt  that  while  we 
may  have  made  mistakes  along  the  way,  the  Department  is  com- 
mitted to  achieving  the  CFO  goals. 

As  proof  of  this,  Secretary  Aspin  has  announced  the  formation  of 
a  Senior  Financial  Management  Oversight  Council,  which  will  Be 
chaired  by  Dr.  Perry,  the  Deputy  Secretary  of  Defense.  The  Council 
will  examine  problems  in  financial  systems  and  programs  that  re- 
quire high-level  attention  to  be  sure  that  corrective  action  and  ac- 
countability have  been  established.  I  have  provided  a  copy  of  that 
press  release  to  your  staff,  and  it  is  on  the  table  today.  Also,  this 
administration  has  made  known  that  it  intends  to  nominate  a  sep- 
arate chief  financial  officer  in  addition  to  a  DOD  Comptroller  so 
that  the  Department  will  have  an  official  who  is  solely  focused  on 
achieving  the  objectives  of  the  CFO  Act. 

Another  important  part  of  the  CFO  Act  is  the  requirement  for 
audited  financial  statements.  The  Act  requires  statements  for  re- 
volving funds,  trust  funds,  and  commercial-type  activities.  In  addi- 
tion, the  Army  and  the  Air  Force  was  selected  for  a  pilot  effort  to 
determine  the  usefulness  of  audited  financial  statements  for  gen- 
eral appropriation  accounts. 

The  Department  now  has  2  years'  experience  with  the  attempt 
to  produce  auditable  financial  statements,  and  the  effort  has  prov- 
en what  all  parties  knew  at  the  outset:  that  DOD's  accounting  sys- 
tems cannot  yet  produce  financial  statements  that  meet  the  stand- 
ards required  for  audit. 

Nevertheless,  the  attempt  has  been  useful.  We  have  uncovered 
problems  of  which  we  were  not  fully  aware,  such  as  the  Army  pay- 
roll problems  in  the  Joint  Service  Software  system.  It  has  high- 
lighted the  importance  of  solving  long-standing  problems,  such  as 
unmatched  disbursements,  that  must  be  overcome  before  an  audit 
can  be  successful.  It  has  shown  us  internal  control  problems  in 
maintaining  proper  documentation  for  accounting  adjustments. 
And  I  think  it  has  shown  all  of  us — the  military  services,  the  IG, 
GAO,  and  I  hope  this  Committee — how  difficult  and  time-consum- 
ing it  will  be  to  redesign  and  reconfigure  our  accounting  systems 
and  business  procedures  to  provide  meaningful  and  reliable  finan- 
cial statements. 

But  we  must  not  let  the  difficulties  we  are  experiencing  in  imple- 
menting this  section  of  the  CFO  Act  overshadow  the  other  good  ef- 
forts that  we  are  making  to  implement  the  act.  We  must  continue 
working  on  performance  measures,  on  accounting  standards,  and 
on  making  costs  more  visible. 

However,  I  think  we  need  to  reassess  how  we  are  approaching 
the  issue  of  audited  financial  statements  in  the  Department.  It  is 
clear  that  this  is  a  task  that  cannot  be  accomplished  in  one  gigan- 
tic leap.  It  must  be  broken  down  in  parts,  and  we  need  to  approach 
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it  in  doable  steps.  Otherwise,  we  are  sure  to  face  years  of  little  tan- 
gible success  to  show  for  all  of  our  collective  efforts. 

Mr.  Chairman,  I  do  not  mean  to  suggest  that  we  should  stop 
these  audits,  but  we  must  use  the  results  of  these  audits  to  identify 
the  most  critical  problems.  We  must  determine  how  we  can  work 
together  to  correct  the  systems  containing  these  problems,  and  to 
remove,  step-by-step,  the  obstacles  that  prevent  us  from  getting 
clean  opinions.  As  we  do  this,  the  Department  is  committed  to  sat- 
isfying all  of  the  other  objectives  of  the  CFO  Act.  What  I  am  sug- 
gesting is  that  we  begin  a  dialog  between  ourselves,  OMB,  the  Con- 
gress, the  IG,  and  the  GAO  to  select  targets  of  opportunity  where, 
together,  we  can  show  that  the  objective  of  clean  opinion  on  finan- 
cial statements  under  the  CFO  Act  can  be  achieved  in  reasonable 
time. 

Let  me  turn  now  to  the  Federal  Managers'  Financial  Integrity 
Act,  which  this  Committee  and  the  Department  both  strongly  sup- 
port. 

DOD  has  thousands  of  people  each  year  who  evaluate  the  man- 
agement controls  over  100,000  assessable  units  in  the  Department. 
The  Secretary  of  Defense  also  gets  an  overall  assessment  of  man- 
agement controls  each  year  from  the  Secretaries  of  the  three  Mili- 
tary Departments,  the  heads  of  all  Defense  Agencies,  the  Chairman 
of  the  Joint  Chiefs  of  Staff,  the  commanders-in-chief  of  9  unified 
commands,  and  16  officials  in  the  Office  of  the  Secretary  of  De- 
fense. My  staff  also  works  closely  with  the  Office  of  the  DOD  In- 
spector General  to  identify  and  clarify  material  weaknesses 
throughout  the  year. 

In  other  words,  DOD  has  a  very  large  and  vigorous  process  to  as- 
sess internal  management  controls.  In  fact,  over  the  last  10  years, 
DOD  has  identified  673  material  weaknesses,  557  of  which  have  al- 
ready been  corrected,  the  majority  within  1  year  of  discovery.  Of 
the  remaining  116  uncorrected  weaknesses,  we  expect  that  approxi- 
mately 90  of  them  should  be  corrected  this  fiscal  year. 

We  recognize,  Mr.  Chairman,  that  both  you  and  the  Comptroller 
General  are  concerned  that  the  number  of  outstanding  material 
weaknesses  still  reported  by  DOD  casts  doubt  upon  the  Depart- 
ment's conclusion  that  it  had  reasonable  assurance  that  its  assets 
and  programs  were  properly  protected. 

This  administration  takes  your  concern  very  seriously  and  will 
approach  its  own  decision  on  the  assurance  statement  very  care- 
fully in  the  assessment  for  fiscal  year  1993.  However,  we  must 
keep  two  things  in  mind  about  material  weaknesses  and  about  the 
judgment  on  reasonable  assurance. 

First,  the  judgment  is  made  by  management  officials  based  on  a 
full  range  of  knowledge  of  the  programs  for  which  they  are  respon- 
sible. It  is  not  based  solely  on  the  material  weaknesses  contained 
in  the  report. 

Second,  the  criteria  for  a  material  weakness  are  broad  and  in- 
clude subjective  factors,  such  as  the  potential  for  embarrassment  to 
the  Department,  which  do  not  necessarily  address  whether  the  as- 
sets or  the  programs  are  protected.  In  fact,  many  of  the  material 
weaknesses  in  the  accounting  area  do  not  threaten  the  loss  of  as- 
sets or  endanger  the  control  of  programs  because  there  are  many 
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other  systems  of  physical  or  management  controls  protecting  those 
assets  or  programs. 

Mr.  Chairman,  I  know  that  the  Committee  will  not  mistake  my 
meaning  here.  A  material  weakness  is  a  serious  thing  that  must 
be  corrected  by  the  Department.  But,  as  Secretary  Aspin  has  said, 
he  is  committed  to  keeping  our  forces  ready  to  fight.  And  while  our 
material  weaknesses  reported  in  the  FMFIA  statement  are  of  seri- 
ous concern  to  us  all,  at  this  point  they  do  not  appear  to  be  det- 
rimental to  our  mission  performance,  and  we  certainly  don't  intend 
to  let  them  become  detrimental  to  our  mission  performance  in  the 
future. 

Thank  you  for  your  time,  Mr.  Chairman. 

Chairman  Glenn.  Thank  you. 

Mr.  Conte. 

TESTIMONY  OF  ALBERT  V.  CONTE,1  ACTING  ASSISTANT 
SECRETARY  FOR  FINANCIAL  MANAGEMENT,  U.S.  NAVY 

Mr.  CONTE.  Mr.  Chairman,  I  appreciate  the  opportunity  to  ap- 
pear before  you  today  to  discuss  the  Navy's  participation  in  the  on- 
going efforts  to  improve  Defense  financial  management. 
'  In  the  past,  as  you  know,  each  DOD  component  has  performed 
its  own  budget,  finance,  and  accounting  functions  and  its  own  ac- 
tivities, using  its  own  personnel  systems,  policies,  and  procedures. 
Downsizing  in  the  Department  of  Defense,  however,  has  resulted  in 
a  number  of  management  initiatives  to  consolidate  administrative 
and  overhead  functions  within  the  Military  Departments.  One  ex- 
ample, of  course,  is  the  consolidation  of  finance  and  accounting  into 
the  Defense  Finance  and  Accounting  Service. 

As  a  result  of  these  initiatives  alone,  nearly  6,000  Navy  people 
who  were  involved  in  finance  and  accounting  have  been  transferred 
to  DFAS.  This  event  occurred  simultaneously  with  several  initia- 
tives to  improve  financial  reporting,  making  the  transition  even 
more  challenging. 

The  passage  of  the  CFO  Act,  as  you  well  know,  placed  new  em- 
phasis on  audited  financial  statements  which  are  based  on  account- 
ing concepts,  procedures,  and  practices  which  are  not  completely 
incorporated  into  all  of  the  Department's  accounting  and  reporting 
systems.  The  Department  of  Navy  is  striving  to  make  the  necessary 
modifications  and  enhancements  to  ensure  compliance.  But  this 
goal  cannot  be  achieved  immediately  or  independently  by  the  Navy. 
Rather,  it  will  be  the  result  of  a  well-structured  implementation  of 
the  U.S.  Government  standard  general  ledger,  improve  the  accrual- 
based  accounting  and  reporting  systems  that  interface  with  man- 
agement information  systems,  and  also,  and  not  least  important, 
good  training  of  the  people  who  will  be  involved  in  implementing 
it.  This  will  be  an  effort  led  by  the  DOD  Comptroller  and  DFAS 
with  the  Department  of  Navy  working  proactively  with  them. 

Navy's  first  comprehensive  financial  statements  required  by  the 
CFO  Act  for  fiscal  year  1991  and  1992  were  very  extensive  efforts. 
Even  so,  and  to  no  great  surprise,  the  auditors  issued  many  find- 
ings and  adverse  opinions.  We  have  learned  a  great  deal  from  these 
audits  of  our  own  statements,  and  we  are  trying  to  learn  from  the 


1  The  prepared  statement  of  Mr.  Conte  appears  on  page  303. 
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various  audits  of  all  the  services  who  are  engaged  in  a  variety  of 
actions  to  address  audit  findings  and  recommendations. 

Now,  the  solution  to  so  many  of  the  problems  identified  by  those 
audits  is  the  implementation  of  integrated  supply  and  financial 
system.  As  we  know,  this  will  be  a  long-range  solution.  In  the 
meantime,  we,  the  Navy,  have  taken  or  are  taking  additional  steps 
to  address  some  of  the  problems  existing  in  the  Navy  and  high- 
lighted by  the  Army  and  Air  Force  audits.  Of  course,  the  one  which 
is  requiring  the  most  attention  currently  is  the  unmatched  dis- 
bursements, and  I  will  address  that  briefly. 

We  acknowledge  that  unmatched  disbursements  are  a  serious 
problem,  and  we  are  committed  to  dedicating  the  required  re- 
sources to  this  problem.  It  is  important  to  note  that  as  a  result  of 
the  establishment  of  DFAS  in  January  of  1991,  there  exists  a  dif- 
ferent division  of  responsibilities  which,  although  I  don't  believe 
was  acknowledged  in  the  GAO  report,  they  are  critical  to  the  reso- 
lution of  the  unmatched  disbursements.  And  to  some  degree,  they 
also  contribute,  I  think,  to  their  continuation. 

Our  actions  are  focused  in  two  areas:  resolving  the  current  level 
of  unmatched  disbursements,  and  during  that  process,  identifying, 
verifying,  and  fixing  the  systemic  causes.  In  tne  long  run,  preven- 
tion of  unmatched  disbursements  will  require  modifications  of  the 
way  we  do  business,  as  well  as  the  development  of  shared  data 
bases  in  the  functional  areas  of  program  management,  funding, 
contracting,  accounting,  and  disbursing. 

The  GAO  audit  recommendations  focused  on  five  areas  where 
GAO  indicated  management  actions  are  necessary,  and  I  will  ad- 
dress each  of  these  briefly. 

GAO  recommended  the  development  of  a  plan  to  resolve  the  cur- 
rent unmatched  disbursement  problem.  In  February,  in  reaction  to 
that  audit,  DOD  established  a  target  goal  of  reducing  those  un- 
matched disbursements  to  a  level  of  not  more  than  $1  billion  by  30 
September.  In  late  February,  DFAS  and  the  Navy  formed  a  Tiger 
Team  to  address  the  backlog  of  unmatched  disbursements. 

Now,  I  will  have  to  admit  they  have  had  mixed  success  in  pursu- 
ing the  targeted  reduction.  To  date,  we  have  successfully  resolved 
$1.9  billion  of  the  $14.2  billion  of  unmatched  disbursements.  An  ad- 
ditional $1.2  billion  has  been  specifically  identified  and  referred  to 
the  DFAS  paying  offices  for  resolution. 

Unfortunately,  we  have  also  experienced  an  increase  of  $1.9  bil- 
lion of  new  unmatched  disbursements,  leaving  the  balance  substan- 
tially unchanged.  So  while  we  are  bailing  out  the  boat,  more  water 
is  creeping  in.  We  are  not  making  progress  to  get  the  balance 
down.  So  I  am  not  optimistic  that  we  are  going  to  achieve  that  goal 
of  getting  it  down  to  $1  billion  by  30  September,  but  I  do  expect 
significant  progress  toward  that  goal. 

As  a  result  of  the  actions  we  have  taken  thus  far,  one  of  the  posi- 
tive outcomes  is  that  we  have  identified  some  significant  systemic 
causes,  and  we  have  delineated  improved  methods  to  resolve  the 
problems.  DFAS  and  I  have  issued  policies  which  will  both  deal 
with  the  most  aged  amounts  and  more  quickly  resolve  new  occur- 
rences. 

The  functional  requirement  for  reconciliation  is  being  addressed 
for  ADP  programming,  and  we  are  involving  contracting,  funding, 
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and  paying  activities  in  the  resolution  process.  I  am  also  requiring 
our  System  Command  Comptrollers,  the  contract  funding  people,  to 
report  to  me  periodically  on  their  progress  to  resolve  the  current 
and  further  unmatched  disbursements.  These  steps  and  others  will 
be  contained  in  a  detail  plan  which  we  expect  to  be  finalized  by 
mid-September. 

In  the  area  of  compliance  with  policy,  we  are  placing  renewed 
emphasis  on  the  existing  policies  while  we  attempt  to  remain 
abreast  of  the  changing  environment.  GAO  pointed  out  that  we 
have  many  policies  in  place,  but  they  are  just  simply  not  being  fol- 
lowed. Some  of  those  include  recording  all  of  the  obligations 
promptly  and  accurately  in  the  accounting  system.  We  are  finding 
that  that  is  not  being  done.  Also,  entering  the  data  correctly  into 
the  cash  disbursement  and  collection  system,  we  have  policies  on 
the  books  to  do  that.  They  are  not  being  adhered  to.  Also,using  au- 
thorized contract  numbers  and  payment-supporting  documentation 
to  correctly  match  the  unmatched  disbursements  with  related  obli- 
gations. 

Navy  is  taking  a  two-pronged  approach  to  these  issues.  First,  I 
have  signed  out  correspondence  to  the  Navy  Systems  Commands 
emphasizing  the  importance  of  following  the  existing  policies;  that 
is,  timely  recording  of  obligations  and  the  necessity  to  ensure  prop- 
er handling  of  contracting  documents,  including  regular  followup 
on  recording  these  obligations. 

Second,  I  have  tasked  the  various  review  groups  to  determine  the 
degree  to  which  current  contract- writing  procedures  contribute  to 
the  creation  of  unmatched  disbursements,  and  to  provide  rec- 
ommendations for  correcting  the  situation. 

DFAS,  as  now  the  paying  activity,  has  directed  their  organiza- 
tions to  reemphasize  the  importance  of  compliance  to  look  for  proc- 
ess improvements  and  to  highlight  problems  caused  by  incomplete 
or  erroneous  contract  numbers  on  payment  documents.  Again,  I 
will  emphasize  these  points  at  periodic  meetings  with  our  Systems 
Command  Comptrollers. 

As  to  the  specific  issues  of  resources,  training,  and  management 
oversight,  we  are  dedicating  increased  resources  to  this  effort. 
Teams  dedicated  to  this  initiative  have  been  established  at  DFAS- 
Columbus,  DFAS-Cleveland,  the  Defense  Accounting  Office-Arling- 
ton, and  the  Navy  Systems  Commands.  Currently,  we  have  14  per- 
sonnel dedicated  fully  to  this  effort,  and  we  have  a  final  target  of 
45  personnel  planned  in  order  to  get  the  balance  down  to  within 
the  $1  billion  target. 

A  management  oversight  team  of  DFAS,  Navy  Systems  Com- 
mand contracting  and  comptroller  personnel,  and  the  Assistant 
Secretary  of  the  Navy  for  Financial  Management  personnel  will  re- 
view the  progress  of  these  various  teams  on  a  monthly  basis. 

On  the  issue  of  listing  unmatched  disbursements  as  a  material 
control  weakness,  we  are  treating  this  problem  with  a  high  level 
of  attention  commensurate  with  an  identified  weakness.  However, 
the  problem  touches  many,  many  areas  outside  of  Navy  control, 
and  the  reporting  requirements  of  a  material  control  weakness 
must  involve  these  other  organizations  also.  We  will  keep  open  the 
option  of  requiring  formal  reporting  of  this  problem  as  a  material 
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control  weakness  as  we  prepare  for  the  fiscal  year  1993  FMFIA  re- 
port. 

On  the  issue  of  documentation,  the  joint  working  groups  are  de- 
fining procedures  to  ensure  all  information  required  to  resolve  un- 
matched disbursements  are  provided  to  the  appropriate  offices,  and 
we  are  working  closely  with  DFAS  on  this  issue.  GAO  has  consid- 
ered our  approach  to  be  responsive. 

I  believe  that  collectively  the  Navy  and  DOD  have  initiated  an 
aggressive  program  to  deal  with  the  problem  of  unmatched  dis- 
bursements. I  think  the  information  that  we  gleaned  from  our  work 
will  prove  critical  in  designing  financial  systems  and  processes 
which  do  not  contribute  to  unmatched  disbursements,  even  in  the 
increased  complexity  of  the  environment  in  which  we  now  operate. 

I  mentioned  earlier,  Mr.  Chairman,  that  the  creation  of  DFAS, 
while  it  was  absolutely  the  correct  action,  actually  is  contributing 
to  this  particular  problem  of  unmatched  disbursements.  So  permit 
me,  if  I  may,  a  minute  to  explain  what  I  mean  by  that. 

DOD  began  moving  to  centralized  management  of  contracts  sev- 
eral years  ago,  and  this  is  the  right  move  to  save  money  and  reduce 
overhead.  Also,  we  had  to  do  this  in  order  to  pay  our  vendors  in 
a  more  timely  way.  The  Prompt  Pay  Act  requires  quicker  payment 
in  order  to  avoid  interest  payments  and  to  take  advantage  of  dis- 
counts. 

But  as  we  separate  the  contract  administration  function  from  the 
contract  paying  function  from  the  accounting  function,  this  in- 
creases the  complexity  of  processes  in  interfacing  and  integrating 
those  processes.  And  we  usually  rushed  into  centralization  before 
these  processes  are  developed  and  training  is  conducted  in  the 
proper  manner. 

We  could,  of  course,  completely  solve  the  unmatched  problem  by 
requiring  validation  of  all  accounting  before  making  the  payments, 
but  this  would  cripple  the  payment  process.  This,  of  course,  is  not 
an  acceptable  solution.  We  don't  hide  behind  that  as  the  reason  by 
any  means,  but  I  just  want  to  point  out  that  this  centralization  of 
these  functions  in  different  organizations  has  added  to  the  complex- 
ity of  trying  to  solve  this  problem,  and  I  think  in  some  way  has 
materially  contributed  to  the  backlog  of  unmatched  disbursements 
growing  somewhat. 

With  the  implementation  of  the  Defense  Finance  and  Accounting 
Service's  plans  for  standardization  of  operations,  procedures,  and 
policies  and  systems,  the  Department  of  Navy  anticipates  a  stream- 
lined finance  and  accounting  network  which  will  allow  the  Depart- 
ment to  become  fully  compliant  with  the  requirements  of  the  CFO 
Act.  In  the  interim,  we  will  continue  working  on  containing  the  ex- 
isting unmatched  disbursement  problem. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  present  this 
summary  to  the  Committee,  and  I  am  prepared  to  respond  to  your 
questions. 

Chairman  Glenn.  Thank  you. 

Mr.  Beach. 
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TESTIMONY  OF  JOHN  W.  BEACH,1  PRINCIPAL  DEPUTY  ASSIST- 
ANT SECRETARY  FOR  FINANCIAL  MANAGEMENT,  UNITED 
STATES  AIR  FORCE 

Mr.  Beach.  Mr.  Chairman,  thank  you  very  much  for  the  oppor- 
tunity to  be  here  today.  I  understand  that  my  statement  can  be  en- 
tered in  the  record. 

Chairman  Glenn.  It  will  be  included  in  its  entirety. 

Mr.  Beach.  Therefore,  I  wish  to  just  only  summarize  a  couple 
points  and  to  pick  out  the  points  that  were  covered  in  your  opening 
remarks  and  also  in  the  remarks  that  were  made  by  the  other 
members. 

Chairman  Glenn.  Good. 

Mr.  Beach.  Congress  enacted  this  legislation  to  bring  more  effec- 
tive general  and  financial  management  practices  to  the  Federal 
Government.  To  promote  improved  financial  management,  the  Act 
requires  various  agencies,  including  the  Air  Force,  to  prepare  and 
have  audited  a  new  type  of  financial  statement  covering  revolving 
funds,  trust  funds,  and  certain  other  commercial  activities.  Our 
goal  is  to  achieve  full  compliance  with  the  CFO  Act. 

This  will  need  to  be  a  collaborative  effort,  however,  with  the  Of- 
fice of  the  Secretary  of  Defense,  with  the  Department  of  Defense 
IG,  with  the  DFAS,  Defense  Finance  and  Accounting  Service,  and 
with  the  Air  Force  Audit  Agency  and  the  GAO.  It  will  be  a  signifi- 
cant effort,  and  it  will  require  considerable  time  and  funds  before 
all  requirements  are  complete. 

Three  years  ago,  just  before  passage  of  the  CFO  Act,  the  Air 
Force  participated  in  a  cooperative  effort  with  the  GAO  to  produce 
prototype  financial  statements  as  the  lead  service  within  the  DOD. 
That  effort  gave  us  some  insight  into  what  the  goals  really  were 
in  the  forthcoming  CFO. 

As  you  have  asked  today,  Mr.  Chairman,  the  question  is:  What 
have  we  done  since  then  to  achieve  these  goals? 

Our  initial  effort,  based  on  the  work  we  did  in  1990,  was  to 
produce  what  we  called  the  Base  Level  Accounting  and  Reporting 
System.  In  plain  English,  what  that  was  was  our  first  attempt  to 
discover  the  lowest  common  denominator  that  we  had  to  go  to  in 
accounting  systems  to  start  to  answer  the  requirements  in  the  CFO 
Act. 

We  felt  that  that  system  was  a  good  investment  of  our  money 
and  our  time  at  that  point.  Since  then,  as  you  have  heard  today 
and  knew  before,  efforts  to  consolidate  many  of  these  activities 
throughout  the  Department  of  Defense  have  taken  place.  Now  we 
are  operating  under  the  CIM  effort.  We  have  put  all  of  our  efforts 
in  with  the  DOD-wide  effort. 

As  Mr.  Crawford  indicated  earlier,  we  have  found  that  most  of 
our  initial  efforts  were  in  the  right  direction,  but  now  we  are  part 
of  a  larger  whole  and  larger  picture,  and  I  think  that  is  good  for 
the  Department  of  Defense  and  good  for  the  Air  Force. 

I  turn  next,  Mr.  Chairman,  to  what  you  mentioned  in  your  open- 
ing statement,  which  has  been  a  matter  of  great  concern  to  us,  as 
it  obviously  is  to  you,  and  that  is  the  matter  of  internal  controls. 
The  most  important  feature  of  our  system  of  internal  controls  are 


1  The  prepared  statement  of  Mr.  Beach  appears  on  page  308. 
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separation  of  duties,  physical  security,  proper  authorization  for  ex- 
penditures, and  proper  recording  of  transactions. 

Despite  our  emphasis  on  internal  controls,  as  we  have  seen  with 
the  recent  Air  Force  base  case,  it  is  still  possible  for  an  individual 
to  bypass  our  controls  and  defraud  the  Government. 

We  have  learned  from  this  case  all  too  well  that  there  is  more 
that  we  can  do,  and  we  will  do  it. 

The  lead  accountant  in  the  Materiel  Section  of  the  Accounting 
and  Finance  Division  at  Reese  Air  Force  Base  fraudulently  received 
over  $2  million  in  illegal  payments.  He  used  false  invoices  and  a 
manual  payment  process  which  was  not  our  generally  accepted  ap- 
proach. 

The  Air  Force  Auditor  General  has  thoroughly  investigated  the 
circumstances  and  concluded  that  the  fraud  was  undiscovered  be- 
cause existing  internal  controls  were  circumvented  and  the  re- 
quired quality  assurance  reviews  were  incomplete. 

In  plain  English,  what  happened  at  Reese  Air  Force  Base  was 
the  chief  accountant  got  in  a  position  where  he  could  do  three  or 
four  or  five  different  duties  that  were  supposed  to  be  separate 
under  our  internal  control  systems.  As  a  result,  he  was  able  to 
cover  up  his  transactions  and  to  arrange  for  cash  to  be  mailed  to 
a  false  address,  to  a  false  firm,  which  in  turn,  we  understand,  was 
placed  in  his  personal  checking  account. 

Our  regulations  also  at  that  time  required  annual  payment  ver- 
ification reviews.  They  were  not  done.  During  the  past  annual  re- 
view, we  have  accomplished  an  improvement  in  that  area.  Specifi- 
cally, now  if  vouchers  are  selected  for  reviews  and  are  not  filed 
properly  in  the  Materiel  Section,  they  will  be  discovered. 

The  Auditor  General  made  several  recommendations  to  us  and  to 
the  Defense  Finance  and  Accounting  Service  for  corrective  actions. 
We  have  taken  those  actions. 

We  believe  in  the  future  that  the  possibilities  of  recurrences  of 
this  type  of  incident  have  been  significantly  reduced.  To  test  that, 
I  have  asked  the  Auditor  General  in  the  Air  Force  to  conduct  pre- 
liminary unannounced  audits  at  25  other  separate  Air  Force  loca- 
tions to  discover  if  similar  conditions  or  lack  of  proper  control  pro- 
cedures exist.  He  is  to  report  back  to  the  Acting  Secretary  of  the 
Air  Force  by  the  end  of  July  this  year.  His  preliminary  findings 
which  he  shared  with  me  a  few  days  ago,  so  far  has  found  no  other 
cases  similar  to  this  one.  But  I  still  think  it  is  too  early  for  me  to 
say  that  to  the  Committee  as  a  final  report. 

Although  recent  audit  findings  confirm  it  will  take  time  and  may 
involve  considerable  expense  before  the  Military  Departments  can 
comply  with  the  many  detailed  aspects  of  financial  reporting  re- 
quired under  the  CFO  Act,  I  believe  we  can  report  to  you,  Mr. 
Chairman,  an  important  aspect  of  progress  as  a  direct  result  of  the 
CFO  Act,  and  that  is  a  change  in  attitude  and  thinking  about  the 
importance  and  purpose  of  accurate  and  complete  financial  report- 
ing. . 

The  ability  of  the  DOD  financial  management  community  to  do 
its  job  depends  very  much  on  the  quality  of  everyday,  mundane  fi- 
nancial reporting.  We  have  tended  to  overlook  this,  but  I  believe 
one  of  the  significant  accomplishments  of  the  CFO  Act  is  to  remind 
us  of  this  critical  need. 
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We  had  a  similar  experience  over  40  years  ago  with  passage  of 
the  Budget  and  Accounting  Procedures  Act  of  1950,  which  des- 
ignated the  Comptroller  General  as  the  chief  audit  agency  of  the 
Congress  and  held  agency  heads  responsible  for  creating  systems 
of  accounting  and  internal  control. 

Nearly  20  years  ago,  the  Budget  Impoundment  and  Control  Act 
of  1974,  which  established  a  new  congressional  budget  process  and 
provided  for  congressional  control  over  impoundment  of  funds,  pro- 
vided us  with  a  similar  reminder  of  the  need  for  financial  reform. 

This,  I  believe,  will  be  equally  true  of  the  CFO  Act  because  it 
places  a  much  needed  emphasis  on  the  importance  of  good  financial 
information. 

Thank  you  very  much,  Mr.  Chairman,  for  the  opportunity  to  be 
here  today. 

Chairman  GLENN.  Thank  you  very  much. 

General  Freitag. 

TESTIMONY  OF  LT.  GEN.  MERLE  FREITAG,1  COMPTROLLER  OF 

THE  ARMY 

General  Freitag.  Mr.  Chairman,  thank  you  very  much  for  the 
opportunity  to  be  here.  I  would  also  like  to  just  summarize  briefly 
my  written  statement. 

Chairman  Glenn.  Fine. 

General  Freitag.  I  want  to  emphasize,  because  we  have  heard 
some  discussion  about  it  this  morning,  that  the  Army  leadership 
has  continued  its  commitment  to  comply  with  the  principles  and 
objectives  of  the  CFO  Act.  From  Secretary  Stone's  discussion  with 
you  last  year  to  Secretary  Shannon  in  the  acting  capacity  and  the 
uniformed  leadership  of  the  Army,  we  continue  our  proactive  par- 
ticipation as  a  charter  member  in  the  Act's  pilot  implementation 
project. 

We  have  been  working  for  almost  2  years  now  with  the  GAO  on 
this  pilot  project.  We  started  receiving  the  1991  audit  results  in  the 
summer  of  1992.  We  analyzed  those  findings  and  implemented  cor- 
rective actions  where  possible.  We  have  worked  17  different  issues 
from  the  audit  of  our  1991  operations.  Corrective  actions  for  12 
have  been  accomplished.  Four  of  the  remaining  five  issues  require 
systemic  changes  at  the  Department  of  Defense  level. 

The  final  issue,  which  involves  uncovered  storage  of  assets  at 
Tooele,  is  being  addressed  by  both  the  Army  and  the  Defense  Lo- 
gistics Agency.  Everyone  recognizes  that  it  is  a  unique  situation 
and  a  long-term  problem,  given  the  rapid  reshaping  of  the  Defense 
Department,  and  specifically  the  Army. 

All  actions  that  I  have  described  above  are  being  tracked  until 
independent  determinations  can  confirm  that  the  issues  have  been 
resolved.  Due  to  the  late  receipt  of  the  1991  findings,  however,  the 
Army  was  not  able  to  demonstrate  in  its  1992  audit  results  the  fact 
that  these  fixes  were  made.  We  are  now  in  the  process  of  receiving 
the  draft  1992  audit  reports  and  have  been  able  to  provide  quick, 
preliminary  input  in  terms  of  technical  corrections  and  comments 
to  the  GAO  audit  team  in  preparing  for  today's  hearing. 


1  The  prepared  statement  of  Lt.  Gen.  Freitag  appears  on  page  312. 


56 

Our  established  CFO  implementation  group  has  been  engaged  in 
resolving  1991  issues  and  will  now  turn  its  attention  to  the  addi- 
tional issues  brought  out  in  1992. 

Given  the  new  corporate-like  financial  direction  established  by 
this  Act  and  the  cultural  change  it  will  require,  we  sought  expert 
assistance.  That  assistance  has  been  provided  by  the  Private  Sector 
Council,  an  organization  with  whom  you,  Mr.  Chairman,  are  famil- 
iar, and  a  Big  Six  National  accounting  firm.  They  have  provided  us 
with  the  corporate  businesslike  perspective  and  independent  tech- 
nical and  professional  insights  that  have  been  extremely  helpful  to 
us. 

Both  groups  have  emphasized  the  need  for  establishing  relevant 
and  feasible  accounting  standards,  and  principles  in  implementing 
compliant,  efficient,  automated  systems. 

One  specific  area  that  has  been  emphasized  by  the  Private  Sector 
Council  is  the  current  GAO  audit  approach.  The  Council  has  ad- 
vised us  that  the  current  audit  approach  uses  as  its  standard  the 
assumption  of  full  financial  statement  implementation.  We  know, 
as  does  GAO  and  the  Council,  that  we  are  years  away  from  finan- 
cial statements  that  can  meet  the  requirements  of  the  CFO  Act. 

Therefore,  auditing  to  determine  what  we  already  know  seems 
an  inefficient  use  of  these  resources.  The  Council  has  recommended 
that  the  audit  work  focus  instead  on  the  measurement  of  progress 
against  an  implementation  plan.  The  Army  agrees  with  the  Coun- 
cil's proposal.  We  believe  it  would  better  support  implementation  of 
the  CFO  Act,  more  closely  track  the  progress  which  you  seek,  and 
alleviate  some  of  the  resource  impact  on  both  the  audit  and  oper- 
ational staffs. 

I  would  be  remiss  if  I  did  not  address  the  issue  of  stewardship. 
While  our  implementation  of  the  CFO  Act  is  far  from  complete,  the 
Army's  commitment  to  stewardship  over  the  public  sector's  re- 
sources has  never  been  greater.  The  Army's  efforts  to  control  and 
account  for  assets  returning  from  Desert  Storm  first,  and  now  the 
U.S.  Army  Forces  in  Europe,  is  just  one  example  of  this  steward- 
ship effort.  In  fact,  it  is  ironic  that  our  efforts  to  control,  account 
for,  and  return  our  forward-deployed  assets  have  actually  added  to 
our  accounting  problems. 

We  do  have  problems,  in  part  caused  by  the  rapid  change  and  re- 
deployment after  the  Gulf  War  and  the  reduction  in  the  size  of  the 
Army.  The  loss  of  some  300,000  personnel  working  for  the  Army  in 
less  than  4  years  has  had  its  impact.  It  means  that  some  of  the 
inventories  are  not  being  done  that  would  have  been  done.  We  be- 
lieve the  CFO  Act,  when  implemented,  will  make  our  stewardship 
even  better,  but  it  is  not  our  initial  attempt. 

In  closing,  I  want  to  reiterate  that  the  Army  agrees  with  the 
CFO  Act  objective  to  make  accurate  and  timely  financial  informa- 
tion available  for  better  decisionmaking  and  improve  stewardship. 
I  also  want  to  reiterate  Secretary  Stone's  point  from  last  year's  dis- 
cussion that  implementation  will  be  a  long-term  and  costly  endeav- 
or. 

Given  all  the  initiatives  currently  under  way  within  the  Depart- 
ment of  Defense  and  the  rapid  change  in  the  Army's  shape,  struc- 
ture, and  mission,  I  would  add  that  the  Army  is  not  able  to  imple- 
ment this  Act  on  its  own.  We  look  forward  to  the  DOD-led  effort 
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that  Mr.  Tucker  has  referred  to  in  his  statement,  and  I  stand  ready 
to  answer  your  questions.  Thank  you,  sir. 

Chairman  Glenn.  Thank  you  very  much. 

Mr.  Amlin. 

TESTIMONY  OF  GARY  AMLIN,  PRINCIPAL  DEPUTY  DIRECTOR, 
DEFENSE  FINANCE  AND  ACCOUNTING  SERVICE,  DEPART- 
MENT OF  DEFENSE 

Mr.  Amlin.  I  have  no  statement,  sir. 

Chairman  Glenn.  Mr.  Amlin,  the  Comptroller  General  in  his 
written  testimony  discusses  a  very  serious  problem  regarding  du- 
plicate and  erroneous  payments  by  DFAS. 

During  the  first  6  months  of  fiscal  year  1993,  DFAS  received 
about  $751  million  in  returned  payments.  That  is  $751  million.  As 
I  understand  it,  $478  million  was  unsolicited.  They  were  voluntary 
refunds  from  contractors.  They  hadn't  even  been  asked  to  send 
them  back.  They  just  said,  well,  we  didn't  submit  a  bill  for  this,  but 
we  got  a  big  check  for  this. 

How  did  all  this  happen? 

Mr.  Amlin.  Well,  this  is  really  the  result — you  are  seeing  the  re- 
sult of  the  effort  to  consolidate  the  finance  and  accounting  function. 
In  the  case  of  our  center  in  Columbus,  it  was  set  up  to  solve  prob- 
lems of  the  past,  and  this  is  really  the  fruition  of  those  problems 
of  the  past. 

For  example,  we  had  payment  centers  in  locations  like  Los  Ange- 
les and  New  York  that,  in  fact,  we  could  not  hire  quality  people  to 
work  in  those  areas  because  of  the  cost  of  living.  That  is  one  of  the 
big  reasons  why  the  decision  was  made  to  establish  a  center  some 
place  in  the  United  States,  in  this  case  in  Columbus  to  overcome 
this  problem. 

During  that  consolidation  and  the  movement  of  those  contracts, 
there  were  a  lot  of  things  missing  from  the  files  related  to  those 
contracts.  And  as  also  mentioned  earlier  this  morning,  we  have 
early  on  hired  a  CPA  firm  to,  in  fact,  start  going  through  all  of 
those  contracts  and  reconciling  them  line  by  line  and  item  by  item. 

What  you  are  seeing,  the  result  of  what  GAO  mentioned  this 
morning,  is  part  of  that  problem.  It  is  difficult  and  it  is  unfortu- 
nate, but  you  are  seeing  what  has  happened  because  of  situations 
that  have  happened  in  the  past. 

Hopefully  we  will  get  these  things  totally  under  control,  and  you 
will  not  see  that  type  of  thing  happen  in  the  future.  But  a  lot  of 
the  things  I  think  that  you  have  heard  about  throughout  the  morn- 
ing is  a  result  of  us  trying  to  consolidate  and  streamline,  and  when 
you  start  doing  that,  you  have  got  to  relocate,  hire  new  people  and 
train  them.  Where  you  were  located  before,  the  people  lost  interest 
because  they  were  not  going  to  move  with  their  jobs,  and  some  of 
those  internal  controls  and  responsibilities  kind  of  dissipate  a  little 
bit. 

That  is  really  what  is  overarching  behind  problems  like  this. 

Chairman  Glenn.  Well,  I  am  not  an  accountant,  so  I  am  out  of 
my  field  in  this  area.  But  it  is  just  awful  difficult  for  me  as  an  av- 
erage person,  not  schooled  in  accounting,  to  understand  how  we  put 
money  out  when  there  wasn't  even  a  bill  sent  in,  where  there 
wasn't  even  an  account  there.  How  do  you  justify  that?  I  guess  the 
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question  asked  earlier  on  is  a  very  apropos  question.  If  we  had 
some  $478  million,  about  half  a  billion  dollars,  that  came  back  in 
voluntarily  from  people  that  you  hadn't  even — they  just  said  we 
didn't  submit  a  bill,  we  are  returning  your  check,  in  effect,  I  don't 
understand  how  people  do  that.  Are  people  in  DFAS  just  author- 
ized to  write  a  check  to  somebody  out  there  without  a  bill  being 
submitted?  I  don't  understand  that. 

Mr.  Amlin.  No.  Absolutely  not.  To  authorize 

Chairman  Glenn.  Then  how  do  we  wind  up  with  three-quarters 
of  a  billion  dollars  just  out  there  in  unjustified  payments? 

Mr.  Tucker.  Mr.  Chairman,  we  haven't  seen  that  report  yet,  but 
I  believe  when  we  see  that  report  we  will  find  that  this  is  a  result 
of  some  commissary  payments. 

As  you  may  recall,  we  had  some  big  problems  when  we  consoli- 
dated the  commissary  system,  and  we  had  big  problems  paying  our 
vendors.  In  order  to  keep  many  of  our  vendors  viable,  we  had  to 
override  a  number  of  the  controls  and  pay  them  and  then  try  to 
catch  up  later. 

I  think  we  will  find  when  we  see  this  report  that  these  voluntary 
payments  come  back  from  our  vendors  who  are  showing  good  faith 
in  the  fact  that  we  were  trying  to  help  keep  them  viable,  and  as 
they  made  mistakes,  I  think  they  just  showed  good  faith  for  the 
Government.  But  we  would  be  anxious  to  see  the  report. 

Chairman  Glenn.  Well,  I  do  not  want  to  spend  all  the  rest  of  our 
time  on  this  because  we  will  have  some  additional  questions  for 
you  on  this.  But  do  we  have  any  concept  at  all  of  how— is  this  only 
the  tip  of  the  iceberg?  Do  we  have  much  more  out  there  that  is 
going  to  be  returned  voluntarily,  or  do  we  have  to  go  out  and  track 
it  down  now  and  ask  them  to  return  the  money  that  they  shouldn't 
have  gotten  to  begin  with? 

Mr.  Tucker.  When  we  see  the  report,  and  if  it  does  turn  out  to 
be  these  commissary  vendors,  as  I  suspect  it  is,  I  don't  think  it  is 
the  tip  of  the  iceberg.  But  we  are  very  anxious  to  see  this  report. 

Chairman  Glenn.  I  don't  understand  why  it  would  be  different, 
though,  for  commissary  vendors.  Why  are  they  different?  We  don't 
just  give  them  money  in  advance  of  everything  that  they  are  going 
to  supply  to  us. 

Mr.  Tucker.  In  the  commissary  consolidation,  we  tried  in  short 
order  to  convert  from  several  systems  in  the  military  services,  and 
the  vendors  tried  to  provide  invoices  into  this  new  system.  Many 
of  them  kicked  back,  and  we  had  great  problems.  We  had  great 
backlogs.  There  were  hearings  about  that,  sir.  The  commander  of 
the  Defense  Commissary  Agency  at  that  time  decided  to  pay  the 
vendors'  invoices  to  keep  many  vendors  viable  while  we  straight- 
ened the  problem  out. 

Chairman  Glenn.  These  are  invoices  that  were  submitted,  what, 
in  advance  of  the  material  being  delivered? 

Mr.  Tucker.  No.  I  don't  believe  so,  but  I  would  like  to  see  the 
report. 

Chairman  Glenn.  Well,  were  people  just  submitting  invoices, 
then,  without  delivering 

Mr.  Tucker.  No.  These  were  invoices  that  were  in,  and  I  think 
the  problem  was  they  were  trying  to  verify  receipts  and  such.  But 
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as  I  said,  I  haven't  seen  the  report.  I  would  like  to.  And  when  we 
do,  we  will  certainly  provide  you  an  explanation  for  the  record. 

[Subsequently,  the  following  information  was  furnished  for  the 
record.] 

The  Department  is  continuing  to  review  the  circumstances  surrounding  the  detail 
transactions  making  up  the  $751  million. 

Over  $300  million  included  in  the  GAO  report  represents  proceeds  that  were  re- 
ceived from  contractors  (1)  in  response  to  Defense  Finance  and  Accounting  Service 
(DFAS)  requests  for  refunds  or  (2)  as  a  result  of  normal  course  of  business  trans- 
actions such  as:  sales  of  scrap  material,  plant  clearance  sales,  sales  tax  refunds, 
rental  payments  on  government  plant  and  equipment,  audits  of  contractors  over- 
head rates,  defective  pricing  reviews,  and  rate  changes.  The  DFAS-Columbus  Center 
temporarily  classified  many  of  the  latter  amounts  as  voluntary  refunds  because  the 
contracting  offices  had  not  notified  the  DFAS  of  the  specific  amounts  to  be  refunded 
in  sufficient  time  to  allow  DFAS-Columbus  Center  to  enter  the  amounts  into  its 
tracking  system  prior  to  the  actual  receipt  of  the  refunds. 

DFAS  reguests  for  refunds  largely  resulted  from  difficulties  experienced  during 
the  consolidation  of  various  Defense  Contract  Administrative  Service  Region  pay- 
ment functions  into  the  DFAS-Columbus  Center.  Regretfully,  those  difficulties  re- 
sulted in  some  duplicate  payments,  overpayments,  and  under-recoupments  of 
amounts  owed.  DFAS  identified  those  amounts  and  requested  refunds. 

However,  some  $144  million  in  voluntary  refunds  was  received  as  a  result  of  erro- 
neous payments  to  contractors,  and  $226  million  was  received  from  erroneous  liq- 
uidations of  progress  payments.  Conversely,  contractors  made  erroneous  refunds  of 
$69  million  to  the  Department  that  subsequently  had  to  be  returned  to  the  contrac- 
tors. 

The  Department  has  taken  corrective  action  in  instances  where  its  preliminary  re- 
view indicated  the  need  for  such  action.  The  Department  also  has  reemphasized  in- 
ternal controls  needed  to  avoid  duplicate  payments  and  overpayments.  Further,  the 
Department  will  continue  to  review  this  situation  and  take  such  additional  correc- 
tive actions  as  needed  to  preclude  future  erroneous  payments  wherever  feasible. 

Chairman  Glenn.  I  say  I  don't  want  to  continue  on  this,  but 
then  I  continue  anyway.  Did  we  get  returns  from  any  weapons  con- 
tractors on  this?  Did  we  get  returns  back  for  bills  that  shouldn't 
have  been  paid,  Mr.  Amlin,  to  weapons  contractors? 

Mr.  Amlin.  The  item  specifically  that  GAO  mentioned  this  morn- 
ing, I  am  not  directly  familiar  with  it  as  far  as  their  particular 
findings  that  they  brought  up. 

Chairman  Glenn.  Well,  Mr.  Conte,  you  were  there  at  DFAS,  I 
believe,  up  until  what,  the  first  of  this  year?  Somewhere  around 
there. 

Mr.  CONTE.  That  is  correct,  Mr.  Chairman. 

Chairman  Glenn.  Can  you  shed  any  light  on  this?  How  do  in- 
voices get  paid  without — and  did  any  of  these  go  to  weapons  con- 
tractors? 

Mr.  Conte.  Well,  I  can't  answer  that  because  I  have  not  seen  the 
report.  But  referring  back  to  the  DeCa,  the  Defense  Commissary 
Agency,  there  was  a  case  again  where  we  consolidated,  rushed 
headlong  into  consolidating  some  functions  with  the  idea  of  trying 
to  save  money  right  away,  without  thinking  through  the  processes 
altogether. 

Those  payment  functions  were  with  the  services,  and  they  trans- 
ferred to  DeCa,  and  they  were  centralized.  Some  vendors,  for  exam- 
ple, provide  food  services  to  an  Army  commissary,  an  Air  Force 
commissary,  and  a  Navy  commissary.  And  I  think  in  the  interest 
of  making  sure  that  the  vendors  were  not  denied  their  payments — 
because  many  of  them  were  complaining  that  the  system  was  bro- 
ken and  they  weren't  getting  their  payments  in  time — it  could  very 
well  have  been  that  DeCa  would  pay  an  invoice  to  a  contractor 
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under  an  old  Air  Force  contract  or  supplier  to  an  Air  Force  com- 
missary and  may  have  paid  that  twice,  two  or  three  times.  That 
could  be  one  of  the  explanations. 

Again,  I  am  just  speculating  because  I  have  not  seen  this  specific 
report. 

I  don't  know  whether  it  is  confined  to  the  Commissary  Agency 
or  not,  but  I  am  not  aware  of  any  overpayments  or  payments  to 
contractors  for  weapons  systems  when  we  inherited  the  DLA  Fi- 
nance Center. 

Chairman  Glenn.  Well,  we  look  forward  to  getting  the  final  re- 
port on  this. 

Mr.  Amlin,  just  to  wrap  this  up,  as  I  understand  it,  you  have 
Coopers  &  Lybrand  now  at  some  $6  million  a  year  to  try  and  find 
out  exactly  what  happened.  Is  that  correct? 

Mr.  Amlin.  Yes,  sir. 

Chairman  Glenn.  And  what  the  extent  of  this  is.  Are  they  also 
charged  with  looking  into  the  whole  problem,  what  hasn't  been  re- 
solved yet,  or  just  what  we  know  about  that  happened? 

Mr.  Amlin.  Well,  as  I  said  earlier,  they  have  been  charged  with 
going  through  each  of  the  contracts  that  we  have  consolidated  at 
our  Columbus  center,  and  reconciling  those  contracts  with  the  ac- 
quisition community,  so  that  we  know  all  the  changes  made  to  the 
contracts,  and  all  of  the  payments  that  have  been  made  to  that 
contract  as  well. 

Chairman  Glenn.  What  have  you  instituted  internally,  though, 
at  DFAS  now  that  will  prevent  this  from  continuing?  Do  you  have 
new  procedures  now  so  this  isn't  continuing? 

Mr.  Amlin.  Well,  part  of  the  current  system  we  have  in  place  has 
the  internal  controls  and  would,  in  fact,  ensure  that  those  types  of 
payments  are  not  made  in  the  future.  But,  again,  the  primary 
thing  you  need  to  do  is,  when  you  start  consolidating  functions,  you 
have  got  to  hire  the  right  people  and  get  them  all  trained.  You 
have  got  to  get  all  those  things  in  place.  Once  that  happens,  things 
start  to  flow  together. 

Chairman  Glenn.  Well,  but  at  the  same  time,  we  are  cutting 
down  DFAS  from  44,000  to  20,000  people,  and  that  is  going  to  save 
us  a  billion  a  year,  as  was  pointed  out  earlier  here,  by  Mr.  Tucker, 
I  believe.  Is  that  a  right  move?  Or  are  we  just  continuing  the  prob- 
lem, making  it  much  worse? 

Mr.  Amlin.  Well,  that  is  over  some  10  years.  The  primary  way 
we  hope  to  do  that  is  to  go  to  standard  systems  so  that  you  don't 
have  all  the  different  services  or  components  using  different  meth- 
ods to  do  what  is  basically  the  same  function.  So  we  should  be  able 
to  reach  that  goal  once  we  put  in  the  standard  systems  and  put  the 
people  in  there  to  do  the  job. 

Chairman  Glenn.  This  is  a  little  like  IRS,  you  know.  We  get  peo- 
ple for  them  out  of  this  Committee  also  over  there,  and  we  figure 
that  each  new  agent  gets  back  about  five  times  his  or  her  keep  over 
there,  three  to  five  times  on  making  sure  that  people  pay  their 
taxes  and  corporations  ante  up  when  they  are  supposed  to  and  so 
on. 

It  seems  to  me  like  cutting  back  on  DFAS,  cutting  it  to  less  than 
half— that  would  be  45  percent  of  your  people  that  are  going  to  be 
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leaving.  You  are  confident  you  can  still  do  the  job  and  make  sure 
that  we  don't  have  foulups  like  this  occurring,  are  you? 

Mr.  Amlin.  Obviously  I  don't  think  that  is  going  to  happen  if  you 
really  need  those  resources.  That  is  what  is  planned  today,  and 
that  is  based  on  the  fact  that  we  will  be  able  to  produce  standard 
systems,  and  we  will  need  less  resources  once  we  have  those  stand- 
ard systems  and  we  centralize  those  functions. 

Chairman  Glenn.  Mr.  Tucker,  your  testimony  mentions  the  cre- 
ation of  a  Senior  Financial  Management  Oversight  Council  chaired 
by  Dr.  Perry.  We  are  glad  to  see  that,  of  course.  Finance  is  going 
to  be  given  greater  importance  over  at  the  Pentagon. 

Can  you  tell  us  any  more  about  that?  Who  will  be  on  it?  What 
will  be  its  charter? 

Mr.  Tucker.  Yes,  sir.  I  will  submit  for  the  record  the  press  re- 
lease. The  Council  has  nine  members,  chaired  by  the  Deputy  Sec- 
retary. They  will  have  the  Secretaries  of  the  Military  Departments, 
the  Vice  Chairman  of  the  Joint  Chiefs  of  Staff,  the  Under  Secretary 
of  Defense  for  Acquisition,  the  DOD  Comptroller,  the  Department's 
Chief  Financial  Officer,  and  the  general  counsel.  In  addition,  the 
inspector  general  will  be  invited  to  attend  as  an  observer.  In  order 
to  avoid  any  potential  conflicts  of  interest,  he  won't  be  a  member 
per  se. 

Chairman  Glenn.  OK.  Good.  We  will  include  that  in  the  record.1 

You  also  indicated  you  are  going  to  have  a  completely  separate 
chief  financial  officer  for  DOD. 

Mr.  Tucker.  Yes,  sir.  That  is  the  administration's  plan. 

Chairman  Glenn.  Good.  That  was  the  intent  of  that  legislation 
when  we  passed  it  here,  that  this  was  not  to  be  treated  as  a  collat- 
eral duty  some  place.  We  thought  that  the  CFO  function  was  im- 
portant enough  that  that  should  be  a  freestanding  person. 

General  Freitag,  you  discuss  in  your  written  testimony  what  you 
believe  the  costs  of  the  financial  statement  pilot  project  to  be,  but 
you  don't  discuss  the  benefits.  Based  on  what  has  been  found  re- 
garding such  things  as  payroll  problems,  you  couldn't  be  saying 
that  you  don't  consider  the  audits  to  have  broad  benefits  to  the 
Army,  do  you? 

General  Freitag.  No,  I  certainly  do  not.  No,  Mr.  Chairman. 

Chairman  Glenn.  What  are  the  benefits  of  this,  not  just  the 
costs  of  it? 

General  Freitag.  The  benefits  are  considerable.  I  guess  the  point 
I  would  try  to  make  is  that  while  we  go  through  this  process,  we 
are  being  held  accountable  to  meet  a  standard  which  is  not  actually 
physically  achievable.  And  that  was  the  point  I  made  also  in  my 
oral  statement  about  the  stewardship. 

We  are  working  very  hard  to  be  good  stewards  of  the  assets 
which  America  entrusts  to  us,  but  until  and  unless  we  have  finan- 
cial systems  that  will  meet  the  financial  statement  audit  require- 
ments, we  continue  to  appear  to  be  inept,  when  I  would  submit  to 
you  and  the  Committee  that  we  are  not.  We  are,  in  fact,  doing 
much  better  than  the  figures  which  you  heard  cited  this  morning. 
The  large  numbers  being  thrown  about  are  from  a  financial  state- 


'The  press  release  mentioned  appears  on  page  314. 
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ment  standpoint  and  an  indicator  to  me  of  just  how  far  off  of  the 
target  we  are. 

Let  me  give  you  an  example.  In  the  equipment  inventory  process, 
we  have  a  system  which  is  entitled  CBSX.  It  is  the  system  by 
which  we  measure  our  tactical  equipment. 

That  tactical  equipment  is  inventoried  by  company  commanders, 
10  percent  every  month,  but  that  system  is  a  visibility  system,  not 
an  accountability  system.  And  GAO  recognized  this  in  their  audit 
finding. 

Instead,  however,  they  have  measured  us  in  an  accounting  stand- 
ard later  on  in  the  same  report  by  saying  CBSX  does  not  meet  the 
accounting  standard.  Our  system  was  designed  to  achieve  a  95  per- 
cent accurate  goal,  which  is  updated  weekly.  We  get  snapshots  at 
points  in  time.  If  you  inventory  either  just  before  or  after  one  of 
those  snapshots,  it  is  going  to  be  off. 

If  we  are  operating  at  the  95  percent  level,  we  will  never  achieve 
the  100  percent  accuracy  which  a  financial  statement  audit  would 
require. 

That  is  an  example.  We  have  learned  a  tremendous  amount  dur- 
ing the  course  of  the  last  2  years  working  in  the  prototype,  and  we 
continue  to  benefit  from  that,  both  about  financial  systems  as  well 
as  about  shortcomings.  And  the  work  of  the  Private  Sector  Council 
and  our  accounting  firm  advising  us  about  business  practices  has 
benefited  our  logistics  people,  our  operational  people,  and  the  com- 
mand chain  all  the  way  from  the  Secretary  on  down. 

Chairman  Glenn.  Do  you  feel,  then,  that  you  can  hit  the  right 
buttons  on  your  computers  or  on  whatever  or  total  up  your  num- 
bers from  the  different  commands  and  give  a  very  accurate  inven- 
tory of  what  you  have  in  the  way  of  M16's  and  trucks  and  every- 
thing else  right  on  down  the  line? 

General  Freitag.  Yes,  sir.  The  physical  inventories  that  we  need 
to  go  to  war,  we  have  accountability  for.  There  are  problems.  We 
don't  have  100  percent  accuracy.  As  I  said — because  we  don't  real- 
time transaction-by-transaction  adjustments — we  summarize  them 
at  the  end  of  a  weekly  or  monthly  period,  for  example — I  cannot 
give  you  at  every  location  a  precise  answer  that  I  would  be  able 
to  if  we  did  real-time  transaction  by  transaction. 

But  we  believe  we  have  a  very  accurate  accounting  of  our  inven- 
tory for  especially  the  tactical  equipment. 

Chairman  Glenn.  OK.  Well,  we  will  have,  I  am  sure,  some  fol- 
lowup  questions  for  you  on  that  to  provide  information  for  us,  be- 
cause I  don't  believe  that  was  the  GAO's  impression  on  what  they 
found  out,  and  we  would  like  to  get  some  followup  on  that.  Because 
we  have  had  problems  in  that  area  before. 

General  Freitag.  Yes,  sir. 

Chairman  Glenn.  Just  as  a  general  comment  on  DOD,  we  have 
had  hearing  after  hearing  in  which  people  haven't  known  what  was 
there,  so  they  don't  want  to  get  caught  short  on  their  watch  over 
there,  the  procurement  people,  so  they  buy  more.  The  one  I  keep 
using  as  an  example  here  was  back  several  years  ago,  bar  lights 
for  MP  vehicles.  I  talked  about  that  until  I  am  sick  about  bar 
lights,  and  I  am  sure  everybody  who  attends  these  hearings  is  also 
tired  of  hearing  me  give  it  as  an  example. 


63 

We  had  bar  lights,  and  somebody  is  going  to  be  responsible  for 
bar  lights  for  MP  vehicles.  Where  do  you  store  those  things?  Well, 
it  is  up  in  Pennsylvania  some  place.  We  sent  a  staff  person  up  to 
look.  The  warehouse  was  full,  and  every  year  the  new  500  or  so — 
whatever  it  was  coming  in — they  were  having  to  take  old  ones  out 
the  other  end  of  the  warehouse  and  put  them  under  a  canvas  out 
back,  and  we  figured  that  at  the  rate  of  us,  I  think  we  have  bar 
lights  for  MP  vehicles  out  to  the  year  2018  or  something  like  that. 
It  was  2008  or  2018.  Anyway,  somebody  isn't  going  to  get  caught 
short  buying  bar  lights. 

The  same  kind  of  mentality  goes  on,  and  nobody  knew  how  many 
bar  lights  we  had  until  we  sent  a  staff  member  up  there  and  we 
asked  them.  Can  you  tell  us  how  many  you  have?  No,  but  we  know 
how  many  we  are  buying  next  year.  So  that  was  supposed  to  an- 
swer our  question. 

The  same  kind  of  thing  goes  on  all  over  the  lot,  and  I  think  that 
is  the  kind  of  thing,  at  least,  that  GAO  was  talking  about.  We  will 
want  to  do  some  followup  on  that. 

General  Freitag.  Sir,  I  would  be  happy  to  provide  it. 

Chairman  Glenn.  Why  didn't  the  Army  reconcile  and  investigate 
the  significant  differences  between  personnel  and  payroll  records? 
That  is  so  fundamental.  You  and  Mr.  Amlin  both  on  that,  how  do 
we — we  are  paying  people  who  aren't  even  on  the  rolls  anymore. 

Mr.  Amlin.  One  of  the  things  that  is  missing,  I  think,  from  the 
conversation  earlier  this  morning  is  that,  first  of  all,  we  have  a  pol- 
icy that  says  you  will  on  a  monthly  basis,  compare  personnel  and 
pay  records.  However,  what  happened  is  we  converted  the  Army  to 
a  new  DOD  standard  military  pay  system,  and  this  took  place  im- 
mediately after  Desert  Shield/Desert  Storm.  During  that  conflict,  of 
course,  we  called  up  a  lot  of  reservists,  and  when  you  call  up  the 
Reserves,  we  put  them  on  our  active-duty  pay  system. 

We  were  right  at  the  end  of  the  conversion  when  GAO  came  in 
and  asked  for  the  tapes  and  did  the  comparison,  and  they  men- 
tioned earlier  this  morning  200,000  records  didn't  match.  That  was 
really  because  we  had  reservists  on  the  active  pay  system,  but  they 
weren't  in  the  active  personnel  system.  They  were  in  the  reserve 
personnel  system. 

So  when  we  walked  through  that  and  got  down  to  this  2,000,  it 
is  true  that  we  had  2,000  soldiers  that  were  paid  that  should  not 
have  been  paid,  but  it  was  really  a  timing  thing.  Certainly  we  are 
happy  GAO  came  in  and  looked  at  that  area,  but  it  is  not  some- 
thing that  you  would  normally  run  into.  It  is  only  because  we  con- 
verted to  a  new  system  and  in  the  process  of  cleaning  all  of  it  up 
that  we  suspended  the  comparison  between  pay  and  personnel.  So 
that  is  not  a  normal  procedure  that  we  would  go  through. 

Chairman  Glenn.  Well,  your  payment  of  Reserves,  though, 
should  be  part  of  our  regular  accounting  system,  or  provisioned  for 
it,  because  we  were  organized  on  total  force  policy.  Certain  func- 
tions are  the  regulars,  certain  functions  to  the  Reserves  when  they 
are  activated  and  so  on.  Isn't  our  accounting  system  set  up  to  take 
that  into  account  so  that  it  is  a  smooth  operation?  When  the  re- 
serves are  activated,  their  number  comes  in  and  you  start  paying 
them  right  then,  and  you  stop  when  they  are  sent  back  and  they 
are  not  activated.  Don't  we  take  the  Reserves  in  in  that  fashion? 
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Mr.  Amlin.  Well,  we  do,  except  from  a  pay  standpoint,  we  actu- 
ally have  a  separate  pay  system  for  active  versus  Reserve.  So  when 
the  Reserve  becomes  active  duty,  they  are  moved  to  the  active-duty 
pay  system. 

Chairman  Glenn.  OK.  We  may  want  to  followup  on  some  of 
those  things,  too,  to  get  some  material  for  the  record  also. 

It  is  my  understanding  the  Navy  wanted  to  have  its  unmatched 
disbursement  problem  recognized  as  a  material  internal  control 
weakness  under  the  Financial  Integrity  Act  and  that  the  Comptrol- 
ler's Office  would  not  agree  to  list  it.  What  happened  on  that?  Is 
that  true,  and  can  you  tell  us  why  on  that,  Mr.  Tucker? 

Mr.  Tucker.  In  fact,  in  the  1992  statement  of  assurance,  we 
have  unmatched  disbursements  in  various  forms  listed  in  five  ma- 
terial weakness  areas.  When  the  recommendation  was  made  by 
GAO,  it  was  made  to  the  Navy,  and  we  understood  that  while  the 
Navy  could  declare  it  a  material  weakness  and  we  agreed  with 
that,  it  has  to  be  reviewed  by  other  agencies  that  are  affected,  par- 
ticularly DFAS. 

I  have  every  expectation  that  when  we  put  together  our  state- 
ment this  year,  it  will  be  a  material  weakness,  but,  you  know,  we 
didn't  think  that  we  could  just  answer  on  the  spot.  We  have  a  very 
short  time  to  look  at  this,  and  we  knew  we  had  it  declared  as  a 
material  weakness  elsewhere.  So  we  understand  it. 

Chairman  Glenn.  OK.  We  may  followup  on  that. 

Mr.  Conte,  last  month  GAO  issued  a  report  that  found  that  the 
system  which  contained  the  accounts  for  nearly  $57  billion  or  57 
percent  of  the  Navy's  overall  budget  contained  $12.3  billion  in  un- 
matched disbursements.  Almost  $5  billion  of  this  amount  had  been 
unmatched  for  over  2  years.  Failure  to  properly  match  all  disburse- 
ments with  related  obligations  creates  substantial  risk  that  fraudu- 
lent or  erroneous  payments  may  be  occurring  without  being  de- 
tected or  that  funds  may  be  spent  in  violation  of  appropriations 
law. 

What  is  the  status  of  that?  What  is  the  Navy  doing  to  resolve  the 
$12.3  billion  in  unmatched  disbursements? 

Mr.  Conte.  Yes,  Mr.  Chairman,  as  I  mentioned  in  my  oral  state- 
ment and  also  in  my  prepared  statement,  we  have  been  working 
with  DFAS.  We  have  set  up  a  Tiger  Team  to  aggressively  address 
the  $12.3  billion  which  is  now  $14  billion  in  unmatched  disburse- 
ments. We  have  worked  off  $1.9  billion  of  it.  We  have  a  target  to 
get  that  down  to  within  a  billion  dollars  sometime  toward  the  end 
of  this  year.  We  are  assigning  more  people  to  the  task  of  matching 
the  disbursements  against  the  obligation  documents.  We  are  also 
emphasizing  to  our  funding  people  to  be  sure  to  record  the  obliga- 
tion in  the  standard  accounting  and  reporting  system,  which  they 
have  apparently  not  been  doing.  So  we  are  addressing  that  very  ag- 
gressively. 

Chairman  Glenn.  OK. 

Mr.  Conte.  At  the  same  time,  we,  of  course,  need  to  look  at  the 
systemic  problems  and  redesign  the  systems  to  make  sure  that 
doesn't  happen  in  the  future. 

Chairman  Glenn.  Mr.  Beach,  about  a  year-and-a-half  ago,  in 
fact,  it  was  February  of  1992,  in  testimony  before  this  Committee 
the  Air  Force  acknowledged  that  existing  accounting  systems  could 
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not  produce  auditable  financial  statements.  The  current  audit  per- 
formed by  the  Air  Force  Audit  Agency  indicates  the  Air  Force  is 
still  unable  to  produce  auditable  financial  statements. 
What  progress  has  been  made  in  producing  such  statements? 
Mr.  Beach.  Sir,  I  think  we  have  made  limited  progress.  I  must 
say  to  you  quite  candidly,  just  as  you  mentioned,  we  were  aware 
before,  as  Mr.  Crawford  indicated  in  his  testimony,  that  we  have 
several  deficiencies.  We  still  have  those  deficiencies. 

We  have  met  with  Mr.  Crawford  the  last  couple  months.  We  have 
also  met  with  the  Acting  Secretary  of  the  Air  Force,  and  we  have 
mapped  out  a  plan  for  how  we  can  accomplish  improvement. 

I  believe  also  that  the  major  part  of  the  improvement  is  going  to 
have  to  come  from  a  collective  effort  throughout  the  Department  of 
Defense. 

Our  feeling  is  that  some  of  those  deficiencies  that  were  noted  2 
years  ago  we  have  either  started  to  correct  substantially  or  have 
corrected.  But  I  must  say  to  you  that  the  majority  of  them  still  re- 
main outstanding  deficiencies. 

Chairman  Glenn.  Do  you  have  a  timetable  that  you  estimate 
that  we  can  expect  to  get  good  accounting  information? 

Mr.  Beach.  Well,  I  think  we  should  have  a  timetable,  but  we 
don't  have  one  right  now.  We  have  a  plan  of  action  which  I  think 
depends  on  how  much  we  can  accomplish  in  the  next  2  or  3  years, 
but  my  answer  to  you,  I  think,  is  that  we  don't  have  a  specific 
timetable. 

I  think  what  we  would  like  to  try  to  do  with  the  Auditor  General 
of  the  Air  Force  is  sit  down,  look  at  all  of  the  deficiencies,  find  the 
ones  that  we  think  merit  work  first— that  is,  the  ones  that  manage- 
ment needs  first— and  try  to  work  it  on  a  prioritized  basis.  We  are 
not  likely  to  be  able  to  correct  all  of  the  deficiencies,  I  would  think, 
even  in  the  next  few  years. 

As  Mr.  Lieberman  mentioned  in  his  testimony  and  as  others 
have  mentioned,  we  think  the  overall  requirements  of  the  CFO  Act 
will  take  several  years  to  resolve. 

Chairman  Glenn.  Similar  to  GAO's  finding  with  the  Army,  the 
AFAA  found  that  at  6  or  19  installations  reviewed,  the  required 
reconciliations  between  civilian  pay  and  personnel  records  were  not 
completed. 

What  are  you  doing  in  that  regard  to  make  sure  that  the  people 
getting  paid  are  not  people  that  should  not  be  paid,  Mr.  Beach? 
'  Mr.  Beach.  Well,  again,  I  think  we  have  had  the  same  problem 
that  has  been  mentioned  elsewhere.  We  had  a  pay  system  in  effect 
in  1990  as  a  part  of  the  early  work  that  we  undertook  that  we 
thought  was  going  to  work.  Our  feelings  were  at  that  stage  that  we 
were  going  to  be  compatible  between  payroll  and  personnel. 

Since  then,  we  have  had  some  problems.  We  have  had  some 
mismatches,  but  I  think,  again,  the  solution  rests  almost  entirely 
in  a  DOD-wide  effort  that  incorporates  all  of  us. 

Chairman  Glenn.  This  one  to  Mr.  Beach  and  Mr.  Tucker.  In 
April,  GAO  issued  a  report  that  stated  that  the  Air  Force  restored 
$649  million  in  unsupported  obligations  to  its  "M"  accounts  so  that 
the  obligation  balances  and  departmental  and  field  level  records 
would  agree.  The  GAO  report  indicates,  however,  that  the  restora- 
tions could  not  be  linked  to  specific  documented  obligations.  Thus, 
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by  arbitrarily  accepting  the  base  level  records  as  correct,  the  Air 
Force  was  able  to,  in  effect,  restore  $649  million  that  otherwise 
would  not  have  been  available  to  it. 

Contrary  to  the  GAO  report,  does  the  Air  Force  have  specific  doc- 
umentation to  support  the  $649  million  restoration,  or  why  were 
those  funds  restored? 

Mr.  Beach.  Mr.  Chairman,  the  $649  million  is,  again,  this  prob- 
lem of  unmatched  disbursements.  The  answer  to  the  first  part  of 
your  question  is  that  we  made  that  adjustment  some  years  ago.  It 
came  up  on  the  floor  discussion  this  year  on  the  fiscal  year  1993 
Senate  supplemental.  Then  the  question  was  asked,  do  you  have 
detailed  documentation  to  support  that  adjustment? 

The  answer  to  that  question  is:  At  the  local  level,  that  is,  at  the 
installation  level,  the  answer  to  your  question  is  yes,  we  have  docu- 
mentation. 

The  problem  that  we  have  found  is  this:  that  in  a  sense,  it  is 
very  similar  to  one's  checking  account.  When  you  reach  the  head- 
quarters level — and  we  will  say  that  is  a  bank — we  close  out  our 
books  on  the  20th  of  the  month,  and  we  know  how  many  checks 
we  have  written.  In  the  interim,  the  accounting  station  may  write 
other  checks  that  we  have  not  yet  caught  up  with,  and  it  may  not 
catch  up  until  the  next  accounting  period.  So  we  know  that  part 
of  that  $649  million  was  caused  because  the  records  that  were  kept 
at  one  location  had  not  caught  up  with  the  records  at  another  loca- 
tion. 

Whenever  anything  like  that  happened,  even  though  we  think  we 
have  an  explanation  for  it,  when  our  obligations  don't  match  our 
disbursements,  there  is  reason  for  concern. 

We  felt  at  the  time  that  this  adjustment  that  was  made  was  a 
proper  adjustment  because  we  felt,  No.  1,  we  had  detailed  records 
at  the  installation  levels  that  supported  the  adjustment. 

As  a  result  of  the  Senate  floor  discussion  on  the  fiscal  year  1993 
supplemental,  the  Chairman  of  the  Senate  Appropriations  Commit- 
tee has  sent  a  letter  to  the  DOD  IG  asking  for  another  audit  of  that 
whole  matter.  We  are  hopeful  that  this  audit  will  point  out  even 
further  the  answer  to  your  questions. 

No.  1,  was  there  proper  documentation?  We  think  there  was,  but 
yet  we  want  to  have  an  audit  by  the  IG  to  be  sure. 

Also,  this  float  explanation — that  is,  that  whenever  you  close  out 
a  set  of  books,  those  that  are  still  writing  checks  may  be  writing 
checks  that  won't  show  up  for  another  accounting  period — we  think 
that  is  a  partial  explanation.  But  we  are  also  concerned  that  there 
may  be  more  to  it. 

The  last  part  of  your  question — that  is,  was  this  adjustment 
proper  when  it  was  made  by  the  Denver  accounting  center — we  be- 
lieve it  was  proper.  We  believe  that  there  was  enough  documenta- 
tion at  that  point  to  justify  making  that  adjustment.  However,  I 
think  the  final  chapter  on  that  will  come  up  in  the  DOD  IG  report. 

Chairman  Glenn.  OK.  So  that  is  being  looked  at  now? 

Mr.  Tucker.  Yes,  sir.  That  is  correct. 

Chairman  Glenn.  OK.  Gentlemen,  it  is  almost  1  o'clock,  and  you 
have  all  been  very  patient.  We  appreciate  your  staying.  We  may 
have  additional  questions  to  ask.  If  you  would  submit  responses  for 
the  record,  we  would  appreciate  it.  It  has  been  a  very  interesting 
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hearing  this  morning,  a  rather  disturbing  hearing,  I  am  sure  to  you 
as  well  as  to  us  up  here. 

We  want  to  followup  on  this.  Mr.  Tucker,  we  are  looking  forward 
to  working  with  Dr.  Perry  and  with  all  of  you  that  are  going  to  be 
involved  with  that  overall  directive  effort  that  is  going  to  come  out 
of  the  Secretary's  office.  I  really  look  forward  to  that  because  I 
think  we  need  so  much  effort  in  this  area,  and  I  hope  we  can  speed 
this  whole  process  up.  I  hope  we  are  not  still  meeting  on  things  like 
this  4  or  5  years  down  the  road. 

Mr.  Tucker.  May  I  make  one  point,  sir? 

Chairman  Glenn.  Sure.  Go  ahead. 

Mr.  Tucker.  You  mentioned  GSA  and  the  Social  Security  Admin- 
istration. I  think  maybe  you  should  be  aware  that  the  Social  Secu- 
rity Administration,  which  is  basically  a  check-writing  operation 
and  a  bond  investment  thing,  took  4  years  to  get  a  clean  opinion 
on  its  financial  statements.  The  GSA,  which  is  more  complicated 
than  Social  Security  but  not  nearly  as  complicated  as  the  Depart- 
ment of  Defense,  took  9  years  before  it  could  get  a  clean 

Chairman  Glenn.  We  thought  those  were  too  long,  too.  [Laugh- 
ter.] 

Mr.  Tucker.  Well,  I  am  saying  that  our  operation  is  more  com- 
plex, more  widespread,  and  it  is  a  big  systems  problem. 

Chairman  Glenn.  Yes.  Well,  you  know,  talking  financial  matters 
to  most  people  is  about  as  exciting  as  watching  mud  dry.  I  know 
you  people  are  involved  with  it.  You  find  it  exciting,  or  you 
wouldn't  be  in  that  field.  And  I  don't  want  to  criticize  our  col- 
leagues in  the  press,  but  I  note  the  press  table  here  this  morning 
had  three  lone  souls,  and  I  don't  know  whether  those  are  all  press 
people  still  over  here  on  that  side,  anyway,  or  whether  it  is  just 
somebody  who  walked  in  and  sat  down.  So  this  doesn't  get  all  the 
front-page  thing  like  a  B-l  crash  or  something  else  that  occurs, 
and  I  understand  that. 

But  this  really  does  impact  our  ability  to  have  a  combat  capabil- 
ity. It  is  that  fundamental.  Whether  we  spend  these  dollars  prop- 
erly and  wisely— I  know  I  am  preaching  to  the  choir  with  you  peo- 
ple, but  really  it  determines  what  we  are  able  to  do.  And  we  are 
in  a  cut-back  period  where  every  dollar  is  going  to  be  more  impor- 
tant than  it  has  ever  been  before  if  we  are  going  to  have  that  kind 
of  combat  capability. 

Talk  to  the  services,  which  you  do  every  day,  and  the  op  tempo 
out  there,  the  operational  tempo  that  we  are  running  is  almost  like 
we  are  at  war.  I  was  talking  to  one  of  the  service  heads  the  other 
day  who  has  people  who  have  been  out  6  months,  they  are  back 
4  months,  he  is  sending  them  back  out  again.  We  are  that  tight 

right  now. 

So  every  dollar  is  going  to  be  important.  We  also  have  public  per- 
ception of  the  Department  of  Defense.  I  was  asked  yesterday  in  an 
interview  by  a  reporter  from  Dayton  on  a  TV  interview  about  this, 
and  I  was  commenting  about  the  $751  million  that  the  GAO  had 
talked  about  on  this  and  how  some  of  that  money  had  come  back 
in  from  contractors.  Her  obvious  first  question  I  should  have  antici- 
pated was:  Well,  if  we  hadn't  wasted  that  much  money,  would 
DESC  still  be  open?  That  is  Defense  Electronics  Supply  Center  in 
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Dayton,  which  they  are  being  consolidated  now.  That  is  a  very  good 
question. 

That  is  the  way  people  out  there  in  the  public  are  going  to  look 
at  this  thing.  If  we  are  wasting  money  still,  when  they  are  being 
asked  to  cut  back  on  what  they  have  been  doing,  why,  it  doesn't 
set  very  well.  So  I  think  this  is  one  of  the  most  important  areas 
we  can  get  into,  and  we  look  forward  to  working  with  you  on  it. 

Thank  you  for  being  here.  We  will  stand  in  recess  subject  to  the 
call  of  the  Chair.  Thank  you. 

[Whereupon,  at  1:02  p.m.,  the  Committee  was  adjourned  subject 
to  the  call  of  the  Chair.] 
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PREPARED  STATEMENT  OF  CHARLES  A.  BOWSHER 

Mr.  Chairman  and  Members  of  the  Committee: 

We  are  pleased  to  be  here  today  to  discuss  financial  management  in  the  Depart- 
ment of  Defense  (DOD),  including  its  implementation  of  the  Cnief  Financial  Officers 
(CFO)  Act  of  1990  (Public  Law  101-576).  Over  the  past  several  years,  we  have  testi- 
fied before  this  and  other  congressional  committees  on  the  results  of  our  financial 
audits  of  the  Army  and  the  Air  Force,  and  on  other  DOD  financial  management  is- 
sues. We  have  just  completed  our  second  comprehensive  evaluation  of  the  Army's 
financial  operations  and  will  be  discussing  the  results  of  that  work  today.  Our  re- 
ports and  testimonies  have  identified  widespread  and  significant  problems  in  DOD's 
financial  management  operations,  systems,  and  controls.  Equally  disturbing  has 
been  DOD's  slow  response  to  the  problems  and  weaknesses  we  have  reported. 

In  particular,  the  adequacy  of  DOD's  systems  of  internal  controls  to  safeguard  the 
Department's  resources  from  waste,  mismanagement,  fraud,  and  abuse  continues  to 
be  a  major  concern.  We  recently  reported  to  the  Secretary  of  Defense  that  DOD's 
fiscal  year  1992  Federal  Managers'  Financial  Integrity  Act  (FMFIA)  report  does  not 
sufficiently  and  clearly  disclose  extensive  and  deep-rooted  weaknesses  in  its  internal 
control  systems.1  Weaknesses  in  fundamental  controls,  such  as  those  discussed  in 
this  testimony,  have  led  to  millions  of  dollars  of  losses  and  inefficiencies  for  DOD. 
Some  examples  follow. 
— An  Air  Force  base  accountant  was  recently  convicted  of  illegally  diverting  about 
$2  million  of  Air  Force  funds  over  a  3-year  period  to  his  personal  bank  accounts. 
The  Air  Force's  internal  controls  failed  to  prevent  or  detect  the  accountant's  ac- 
tivities. Instead,  an  acquaintance's  tip  to  a  federal  investigative  agency  brought 
his  illegal  activities  to  light. 
— Internal  control  weaknesses  allowed  a  clerk  at  an  Army  finance  and  accounting 
office  to  falsify  documents  and  create  a  fictitious  or  "ghost"  soldier  on  the  pay- 
roll system.  The  clerk  then  diverted  portions  of  the  ghost's  monthly  pay  to  his 
personal  account,  receiving  over  $31,000  to  which  he  was  not  entitled. 
— A  Sergeant  Major  was  separated  from  the  Army  on  September  25,  1991,  yet 
continued  to  receive  full  pay  through  May  15,  1993.  This  individual  improperly 
received  over  $69,500  simply  because  controls  were  not  sufficient  to  ensure  that 
she  was  removed  from  the  payroll  system  upon  her  separation. 
— Internal  controls  at  four  Army  depots  did  not  adequately  safeguard  millions  of 
dollars  of  weapons  and  equipment  during  the  maintenance  process.  Because 
many  repairables  were  stored,  often  for  years,  without  adequate  protection,  they 
were  hignly  vulnerable  to  corrosion  and  rust,  which  greatly  increased  scrappage 
rates  and  maintenance  costs. 
Just  as  disturbing  are  the  numerous  indications  that  the  information  needed  to 
assess  whether  funds  are  disbursed  in  accordance  with  requirements  is  unreliable. 
As  I  will  discuss  later,  these  include  billions  of  dollars  in  unmatched  disbursements, 
failures  to  retain  records  needed  to  verify  whether  and  how  individual  disburse- 
ments are  reflected  in  summary  disbursement  totals,  and  unacceptably  high  rates 
of  changes  from  one  appropriation  to  another  when  disbursements  are  initially  and 
finally  accounted  for. 

Strong,  Sustained  Financial  Leadership  Needs  To  Be  Established 

A  cornerstone  of  the  CFO  Act  was  the  establishment  of  CFOs  and  Deputy  CFOs 
to  direct  and  control  financial  management  activities  in  major  departments  and 


1  Letter  to  the  Honorable  Les  Aspin,  the  Secretary  of  Defense,  regarding  DOD's  FMFIA  asser- 
tions (GAO/AFMD-93-61R,  April  27,  1993).  The  subject  letter  is  attached. 
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agencies.  Within  the  extremely  large  and  highly  diversified  DOD  organization,  such 
activities  are  extremely  difficult  and  complex.  In  my  view,  the  DOD  CFO's  job  is 
one  of  the  most  challenging  in  government.  Currently,  top  leadership  vacancies  are 
exacerbating  DOD's  financial  management  problems.  For  the  last  several  months 
and,  in  some  cases,  since  last  summer,  key  positions  where  officials  must  provide 
the  leadership  and  consensus-building  that  DOD  needs  for  its  financial  management 
initiatives  have  either  been  vacant,  or  filled  by  individuals  serving  on  an  "acting" 
basis.  These  positions  include  the  DOD  CFO  and  Comptroller,  the  Secretaries  of  the 
military  services,  and  the  services'  Assistant  Secretaries  for  Financial  Management. 
Only  recently  has  a  Director  of  the  Defense  Finance  and  Accounting  Service  been 
appointed.  Further,  we  believe  that  DOD  needs  to  appoint  a  top-level  Defense  offi- 
cial as  overall  manager  of  the  Defense  Business  Operations  Fund  (DBOF). 

The  CFO  Act  assigns  important  responsibilities  and  functions  to  the  agency  CFOs. 
The  act  requires,  among  other  things,  that  the  CFO  (1)  report  directly  to  the  head 
of  the  Department  regarding  financial  management  matters,  (2)  oversee  all  financial 
management  activities,  including  budget  execution,  relating  to  programs  and  oper- 
ations of  the  Department,  (3)  develop  and  maintain  an  integrated  accounting  and 
financial  management  system,  including  financial  reporting  and  internal  controls, 
and  (4)  direct,  manage,  and  provide  policy  guidance  and  oversight  of  financial  man- 
agement personnel,  activities,  and  operations.  When  its  CFO  is  finally  appointed, 
DOD  needs  to  ensure  that  he  or  she  has  the  appropriate  authority  and  resources 
needed  to  carry  out  this  vitally  important  job. 

In  selecting  individuals  for  top  financial  management  positions,  the  qualifications 
set  forth  in  the  CFO  Act  should  be  of  paramount  consideration.  CFOs  are  to  "pos- 
sess demonstrated  ability  in  general  management  of,  and  knowledge  of  and  exten- 
sive practical  experience  in  financial  management  practices  in  large  governmental 
or  business  entities."  Deputy  CFOs  should  possess  "demonstrated  ability  and  experi- 
ence in  accounting,  budget  execution,  financial  and  management  analysis,  and  sys- 
tems development,  and  not  less  than  6  years  practical  experience  in  financial  man- 
agement at  large  governmental  entities."  While  the  CFO  Act  authorized  a  CFO  and 
Deputy  CFO  for  DOD,  the  military  services  do  not  have  such  legislated  positions. 
Financial  management  in  the  military  services  comes  under  the  purview  of  the  As- 
sistant Secretaries  for  Financial  Management,  and  it  is  important  that  individuals 
filling  these  positions  possess  the  same  or  similarly  high  qualifications  as  CFOs.  In 
the  past,  almost  total  emphasis  was  placed  on  individuals  having  a  budgetary  back- 
ground. Although  budgetary  knowledge  is  important,  and  should  be  well  rep- 
resented in  the  group  of  top  people  responsible  for  financial  operations,  financial 
and  information  management  expertise  is  also  important. 

In  our  opinion,  efforts  to  address  deficiencies  and  improve  financial  management 
has  been  slow  within  DOD.  For  example,  we  have  seen  a  less-than-optimal  approach 
to  correcting  reported  deficiencies,  particularly  within  the  Air  Force.  Only  in  March 
1993  did  the  Defense  Finance  and  Accounting  Service  and  the  Air  Force  prepare  a 
joint  plan  aimed  at  addressing  the  deficiencies  we  initially  reported  in  February 
1990. 

In  contrast,  the  Army,  based  on  our  discussions  and  briefings  on  the  results  ot 
our  fiscal  year  1991  audit,  established  a  special  action  group  to  oversee  corrective 
action  implementation.  The  work  of  this  group  was  directed  by  a  high-level  commit- 
tee composed  of  senior-level  military  and  civilian  officials.  Vacancies  in  Army's  top 
positions  have  not  helped  to  maintain  initial  momentum.  The  special  action  group 
has  made  some  progress  in  following  up  on  our  recommendations,  devising  correc- 
tive actions,  and  monitoring  their  status.  Equally  important,  Army  officials  coopera- 
tively and  productively  worked  with  us  during  our  fiscal  year  1992  audit  both  to 
take  corrective  actions  on  problems  we  identified  and  to  help  ensure  that  our  audi- 
tors had  the  access  and  cooperation  necessary  to  accomplish  our  work  efficiently. 

Several  Financial  Management  Initiatives  Are  Losing  Momentum 

Over  the  last  few  years,  DOD  has  fundamentally  changed  its  approach  and  orga- 
nizational structure  for  financial  management.  Much  of  the  responsibility,  authority, 
control,  and  resources  for  financial  management  operations  and  systems  has  been 
transferred  to  the  Office  of  the  Secretary  of  Defense  (OSD)  from  the  military  serv- 
ices. Thus,  the  military  services'  ability  to  unilaterally  act  to  make  changes  and  im- 
provements in  their  financial  operations  is  now  limited.  DOD's  rationale  for  the 
changes  was  that,  on  a  centralized  basis,  financial  management  activities  could  be 
greatly  enhanced.  However,  to  date,  significant  improvements  have  not  occurred. 
Certainly,  the  leadership  voids  I  just  mentioned  play  a  part  in  this. 
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CORPORATE  INFORMATION  MANAGEMENT 


OSD  established  the  Corporate  Information  Management  (CIM)  initiative  in  Octo- 
ber 1989  with  the  objectives  of  (1)  implementing  new  or  improved  business  methods 
in  several  functional  areas,  including  financial  management,  (2)  creating  more  uni- 
form practices  for  common  functions,  and  (3)  improving  and  standardizing  DOD's 
automated  information  systems.  Since  this  initiative's  inception,  DOD  has  cited  it 
as  a  primary  solution  to  the  numerous  problems  plaguing  its  accounting  and  other 
management  information  systems.  While  CIM  is  important  to  a  completely  satisfac- 
tory solution,  much  can  and  should  be  done  to  improve  the  operation  of  existing  in- 
formation systems.  CIM  should  not  be  used  as  an  excuse  for  failing  to  act  now. 

Our  reviews  of  the  CIM  initiative  have  shown  that  the  effort  has  been  plagued 
by  a  lack  of  top-down  policy  direction,  as  well  as  inadequate  strategic  planning  and 
leadership  changes.2  As  a  result,  CIM  has  not  been  focused  at  the  right  level,  and 
the  potential  for  achieving  its  objectives  and  benefits  may  be  waning. 

DEFENSE  FINANCE  AND  ACCOUNTING  SERVICE 

In  January  1991,  OSD  made  a  major  change  in  departmental  accounting  and  fi- 
nance responsibilities  by  establishing  a  single  organization — the  Defense  Finance 
and  Accounting  Service  (DFAS) — to  be  primarily  responsible  for  accounting  activi- 
ties throughout  the  Department.  DFAS  took  control  over  most  of  the  accounting  op- 
erations previously  conducted  by  the  military  services.  Based  on  the  results  of  our 
Army  audits  and  our  knowledge  of  the  DOD  Inspector  General's  and  military  serv- 
ices' financial  audits,  better  financial  reporting  has  not  yet  resulted  from  the  cre- 
ation of  DFAS.  DOD  organizations  still  cannot  prepare  reasonably  accurate  financial 
statements — something  that  every  organization  with  fiduciary  responsibilities 
should  be  able  to  do  as  a  matter  of  course. 

DEFENSE  BUSINESS  OPERATIONS  FUND 

In  October  1991,  OSD  implemented  the  Defense  Business  Operations  Fund  which 
consolidated  the  existing  industrial  and  stock  funds  operated  by  the  military  serv- 
ices and  other  DOD  organizations,  as  well  as  DFAS.  The  Fund  is  intended  to  bring 
greater  economies  and  efficiencies  to  DOD's  support  establishment,  in  part  by  rais- 
ing cost  consciousness  within  the  military  services.  We  have  long  supported  the  con- 
cepts upon  which  the  Fund  is  based.  However,  we  recently  reported  that  DOD  con- 
tinues to  have  difficulties  in  effectively  implementing  and  operating  the  Fund.  For 
example,  OSD  was  about  a  year  behind  schedule  in  developing  the  Fund's  policies. 
Also,  DOD's  failure  to  correct  longstanding  financial  management  system  problems 
is  now  preventing  it  from  being  able  to  compile  accurate  and  reliable  cost  informa- 
tion needed  to  achieve  the  Fund's  major  objectives.  It  is  not  realistic  to  expect  the 
military  services  to  become  more  cost  conscious  when  OSD  is  incapable  of  reliably 
compiling  and  reporting  actual  costs. 

DOD  Could  Not  Properly  Implement  "  M"  Account  Legislation 

We  recently  reported  that  because  of  years  of  neglect,  inadequate  systems,  and 
poor  management,  DOD  could  not  properly  implement  provisions  of  the  "M"  account 
legislation  (Public  Law  101-510).3  The  legislation  required  Defense  to  conduct  a 
one-time  audit  of  its  "M"  account  balances  by  December  31,  1991.  On  that  audit, 
the  Inspector  General  concluded  that  DOD's  "M"  account  balances  were  materially 
misstated,  inadequately  managed,  and  vulnerable  to  abuse. 

For  example,  because  its  accounting  records  were  so  poor,  the  Air  Force  did  not 
discover  a  $649  million  difference  between  its  control  accounts  and  supporting 
records  until  it  started  to  review  its  account  balances.  According  to  Air  Force  offi- 
cials, this  difference  was  the  cumulative  result  of  over  30  years  of  accounting  errors. 
Although  the  Air  Force  could  not  provide  adequate  documentation  to  show  that  it 
needed  the  additional  $649  million,  the  Defense  Deputy  Comptroller  permitted  the 
Air  Force  to  restore  this  amount  of  budget  authority  in  "M"  accounts — an  action 
that  both  we  and  the  DOD  Inspector  General  said  was  not  justified. 


2  Defense  ADP:  Corporate  Information  Management  Must  Overcome  Major  Problems  (GAO/ 
IMTEC-92-77,  September  14,  1992). 

3  Financial  Management:  Agencies'  Actions  to  Eliminate  "M"  Accounts  and  Merged  Surplus  Au- 
thority (GAO/AFMD-93-7,  April  2,  1993). 
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Accounting  and  Financial  Management  Responsibilities  Not  Clearly 
Delineated  Between  DOD  and  the  Military  Services 

With  the  Office  of  the  Secretary  of  Defense,  through  its  Comptroller,  having  as- 
sumed greater  responsibilities  for  financial  functions  previously  controlled  by  the 
military  services,  it  has  become  vitally  important  that  OSD  and  the  military  serv- 
ices more  clearly  assign  accountability  and  responsibility  for  internal  controls,  finan- 
cial data  accuracy,  and  financial  reporting.  The  need  for  greater  clarity  in  this  re- 
gard is  particularly  evident  with  respect  to  the  divisions  of  responsibility  between 
DFAS  and  the  military  services,  as  the  following  examples  illustrate. 
— While  DFAS  now  has  control  over  most  of  the  systems  producing  the  military 
services'  financial  information,  and  its  finance  centers  actually  produce  their  fi- 
nancial statements,  OSD  requires  the  military  services'  senior  managers  to  cer- 
tify to  the  statements'  overall  reasonableness  and  accuracy.  Obviously,  they  are 
not  in  a  position  to  do  so. 
— A  key  internal  control  over  payroll  operations  is  matching  a  military  service's 
personnel  files  with  the  DFAS  payroll  records  and,  equally  important,  following 
up  on  the  results  of  that  matching  to  ensure  that  pay  and  allowances  are  pro- 
vided only  to  entitled  personnel.  However,  because  DFAS'  and  Army's  respective 
responsibilities  for  implementing  this  control  were  unclear,  the  control  feature 
did  not  work  for  the  Army's  military  payroll.  As  a  result,  as  discussed  later,  mil- 
lions of  dollars  of  taxpayers'  money  was  spent  on  improper  salary  payments. 
— Also,  while  the  military  services'  former  stock  and  industrial  funds  are  now  part 
of  DOD's  Defense  Business  Operations  Fund  and  their  financial  reports  are  pre- 

f»ared  by  DFAS,  OSD  continues  to  require  the  military  services  to  attest  to  the 
inancial  reports  of  their  former  stock  and  industrial  funds.  Stock  and  industrial 
fund  financial  operations  now  fall  under  the  control  of  OSD,  and  it  is  important 
that  the  Department  logically  establish  the  responsibilities  for  the  accuracy  of 
reported  financial  information. 

Audits  of  DOD  Entities  Reveal  Pervasive  Financial  Management  Problems 

and  Deficiencies 

For  fiscal  year  1992,  we,  the  DOD  Inspector  General,  and  the  military  services' 
audit  organizations  conducted  a  number  of  financial  audits  of  DOD  entities,  most 
of  which  were  required  by  the  CFO  Act.  I  would  now  like  to  discuss  some  of  the 
results  of  these  CFO  Act-mandated  audits. 

WEAKNESSES  AND  PROBLEMS  IN  THE  ARMY'S  FINANCIAL  MANAGEMENT  OPERATIONS  AND 

CONTROLS 

We  attempted  to  audit  the  Army's  financial  statements  for  fiscal  years  1991  and 
1992.  We  reported  last  year  that  significant  uncertainties  regarding  the  fiscal  year 
1991  statements'  completeness  and  accuracy  prevented  us  from  issuing  an  opinion 
on  them.  We  also  concluded  that  because  of  internal  control  weaknesses,  (1)  unau- 
thorized use  or  disposition  of  assets  could  lead  to  material  losses  and  (2)  instances 
of  noncompliance  with  laws  and  regulations  and  misstatements  material  to  the  fi- 
nancial statements  could  occur  and  not  be  detected  within  a  timely  period. 

Our  fiscal  year  1992  evaluation  revealed  that  although  the  Army  had  made  some 
improvements,  we  were  again  unable  to  provide  an  opinion  on  the  Army's  financial 
statements  due  to  a  number  of  conditions  similar  to  those  reported  for  fiscal  year 
1991.  For  fiscal  year  1992,  we  concluded  that,  in  addition  to  the  internal  control 
weaknesses  cited  above,  controls  were  not  effective  in  assuring  material  compliance 
with  laws  and  regulations  governing  budget  authority.  We  also  found  that  general 
controls  over  automated  data  processing  operations  relied  on  to  support  the  Army's 
financial  accountability  could  not  ensure  that  financial  data  were  accurately  proc- 
essed or  that  automated  systems  and  data  were  secure. 

I  will  now  discuss  some  of  the  more  severe  problems  and  deficiencies  we  identified 
in  our  latest  Army  financial  audit. 

UNAUTHORIZED  PAYMENTS  MADE  TO  SOLDIERS 

Our  review  of  the  payroll  system  used  to  pay  Army's  military  personnel  disclosed 
that  unauthorized  payments  totaling  approximately  $6  million  were  made  to  about 
2,200  individuals.  These  payments  had  not  been  prevented  or  detected  because  the 
Army  and  DFAS  did  not  properly  follow  established  internal  control  procedures. 
Specifically,  DFAS  and  Army  personnel  failed  to  ensure  that  individuals  who  were 
not  entitled  to  compensation,  such  as  soldiers  who  had  separated  from  the  service, 
had  deserted,  or  were  absent  without  leave,  were  removed  or  suspended  from  the 
active  payroll  records.  Because  our  testing  was  limited  to  individuals  who  were  paid 
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in  September  1992,  it  is  likely  that  the  Army's  total  amount  of  improper  payments 
in  fiscal  year  1992  and  prior  periods  was  greater  than  the  amount  we  identified. 
What  is  so  disturbing  aciout  this  situation  is  that  there  were  clear  indications  that 
these  kinds  of  payroll  irregularities  potentially  existed,  but  DFAS  did  not  follow  up 
on  them  until  we  repeatedly  brought  this  situation  to  its  attention.  For  example, 
during  July  1992,  out  of  a  total  of  about  829,000  active  payroll  records,  the  Army's 
comparison  of  payroll  and  personnel  records  revealed  over  203,000  payroll  records 
that  did  not  match  active  personnel  records.  However,  neither  the  Army  nor  DFAS 
investigated  the  causes  of  this  difference. 

INACCURATE  AND  UNRELIABLE  PAYROLL  REPORTING 

DOD's  military  payroll  system  used  to  pay  Army  personnel  does  not  accurately 
summarize  and  report  payroll  information.  As  a  result,  DFAS  has  been  unable  to 
ensure  that  it  reports  accurate  information  to  the  Army,  the  Internal  Revenue  Serv- 
ice (IRS),  or  other  organizations.  For  example,  DFAS  did  not  properly  report  payroll 
data  used  to  manage  the  Army's  Military  Personnel  appropriation,  and  may  not 
have  reported  and  remitted  about  $40  million  in  taxes  to  the  IRS.  Additionally,  be- 
cause of  systemic  problems  and  input  errors  in  the  payroll  system,  the  Army's  Mili- 
tary Personnel  appropriation  was  improperly  charged  and  not  fully  reimbursed  for 
payments  to  Army  reservists. 

ARMY  LACKS  AN  ACCURATE  AND  RELIABLE  ACCOUNTING  SYSTEM 

DFAS,  Indianapolis  Center,  maintains  a  centralized  general  ledger  system  to  con- 
solidate over  32,000  general  ledgers  submitted  by  Army  accounting  offices.  For  most 
asset  accounts,  the  Army  replaces  general  ledger  amounts  with  information  derived 
from  logistical  or  operational/accountability  systems  not  subject  to  accounting  con- 
trols. For  example,  for  fiscal  year  1992,  the  Army  recorded  almost  $93  billion  of  ad- 
justments to  bring  general  ledger  balances  into  agreement  with  amounts  derived 
from  other  systems,  such  as  the  accountability  system  for  tactical  equipment.  In  ad- 
dition, the  Army  recorded  $7  billion  of  unsupported  adjustments  to  make  general 
ledger  balances  agree  with  the  departmental  budget  execution  system  because 
DFAS  considered  it  to  be  more  accurate.  Of  this  amount,  $2  billion  of  unsupported 
adjustments  were  made  to  bring  the  Army's  fund  balance  account,  representing  ap- 
propriated funds  available  for  disbursement,  into  agreement  with  amounts  reported 
by  Treasury. 

Based  on  our  audit  work,  we  proposed  about  $52  billion  of  adjustments  to  improve 
the  accuracy  and  presentation  of  the  Army's  fiscal  year  1992  financial  statements. 
However,  at  OSD's  direction,  the  Army  reflected  only  $28  billion  of  these  adjust- 
ments in  its  financial  statements.  The  statements  do  not  reflect  all  of  our  proposed 
adjustments  primarily  because  OSD  directed  the  Army  to  reverse  adjustments  it 
had  made  to  record  $24  billion  in  liabilities.  Also  at  OSD's  instruction,  the  Army 
made  an  additional  adjustment  which  removed  $11.4  billion  from  the  Statement  of 
Financial  Position.  We  did  not  concur  with  the  latter  adjustment  since  it  removed 
from  the  financial  statement  ammunition  which  had  been  issued  to  installations  but 
had  not  actually  been  used  in  operations.  Nevertheless,  even  if  the  Army  had  made 
all  of  our  proposed  adjustments,  sufficient  uncertainties  regarding  other  accounts 
would  still  exist,  making  it  unlikely  that  the  financial  statements  would  be  reliable. 
Following  are  examples  which  illustrate  some  of  the  accounting  systems  problems 
we  found. 
— The  Army's  budget  execution  reports  are  unreliable.  As  of  September  30,  1992, 
the  Army  recorded  $4.9  billion  of  "undistributed  disbursements"  in  its  reports. 
These  are  disbursements  made  by  disbursing  offices  but  not  recorded  by  Army 
accounting  offices.  These  undistributed  disbursements  had  not  been  recorded 
against  any  legal  limits  on  Army's  disbursements  other  than  the  overall  appro- 
priation accounts  involved.  However,  when  these  disbursements  were  finally  ac- 
counted for  during  fiscal  year  1992,  17  percent  of  the  initial  charges  were  re- 
versed and  charged  to  different  appropriations.  Accordingly,  the  Army's  budget 
reports  on  amounts  disbursed  were  misstated. 
— The  Army  Materiel  Command,  which  accounted  for  about  $29  billion  of  the 
Army's  fiscal  year  1992  disbursements,  did  not  retain  certain  financial  records 
necessary  to  document  postings  of  individual  payment  transactions  to  obliga- 
tion, expenditure,  and  general  ledger  accounts.  By  law,  Army  must  retain  such 
documents  for  at  least  3  years.  Without  the  documents,  we  were  unable  to  con- 
duct tests  necessary  to  evaluate  the  accuracy  and  reliability  of  postings  to  the 
Army's  accounts. 
The  above  two  deficiencies — particularly  in  combination  with  one  another — place 
the  Army  at  risk  that  improper  expenditures  of  funds  could  be  made  and  not  be  de- 
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tected  on  a  timely  basis.  Moreover,  they  lessen  the  service's  ability  to  control  its  ex- 
penditures, and  thus  comply  with  the  Anti-Deficiency  Act's  limits  on  disbursements. 

A  related  concern  deals  with  duplicate  and  erroneous  payments.  During  fiscal 
year  1992,  DFAS-Columbus  Center  solicited  refunds  from  and  contractors  returned 
approximately  $118  million,  including  $50  million  from  Army  contractors.  During 
the  first  6  months  of  fiscal  year  1993,  DFAS  received  about  $751  million  in  returned 
payments,  including  $478  million  of  unsolicited,  voluntary  refunds  from  contractors. 
These  refunds  represent  duplicate  and/or  erroneous  payments  to  contractors. 

However,  problems  with  disbursements  are  not  confined  to  the  Army.  We  recently 
reported  on  unmatched  disbursements  in  the  Navy's  Standard  Accounting  and  Re- 
porting System  (STARS) — one  of  its  primary  accounting  systems.4  As  of  December 
19,  1992,  STARS  contained  $13.6  billion  of  unmatched  disbursements.  The  Navy's 
unmatched  disbursements  were  largely  caused  by  lax  compliance  with  existing  guid- 
ance, procedural  requirements  and  internal  controls,  and,  in  some  cases,  a  need  for 
stronger  controls. 

EQUIPMENT  ACCOUNTABILITY  SYSTEM  CONTAINS  UNRELIABLE  DATA 

Our  audit  showed  that  the  Army's  equipment  accountability  system — the  Continu- 
ing Balance  System  Expanded  (CBSX) — does  not  provide  consistently  reliable  infor- 
mation on  the  quantity,  type,  and  location  of  $53  billion  in  Army  equipment  ac- 
counted for  by  the  system.  The  system  should  accurately  reflect  the  records  of  the 
organizational  units  possessing  equipment,  and  those  records,  in  turn,  should  accu- 
rately reflect  on-hand  equipment.  We  noted  that  a  November  1992  comparison  of 
CBSX  and  unit  records  identified  over  1.3  million  differences  for  individual  pieces 
of  equipment  valued  at  about  $7  billion.  In  addition,  even  if  information  in  the  sys- 
tem agreed  with  unit  records,  the  data  could  not  be  considered  reliable  and  accurate 
because  we  found  that  some  units  inaccurately  recorded  or  failed  to  record  equip- 
ment items,  such  as  tanks,  rifles,  and  howitzers,  in  their  records. 

Experiences  gained  in  the  Army's  recent  deployment  to  Southwest  Asia  confirm 
the  need  for  accurate  CBSX  data.  As  reported  by  the  Army,  inaccurate  CBSX  data 
hampered  equipment  distribution  decisions.  For  example,  many  deployed  and  de- 
ploying units  were  issued  quantities  of  major  items  in  excess  of  authorized  limit. 
Also,  inaccurate  CBSX  data  hampered  distribution  of  major  items  to  units  that  did 
not  deploy  to  Southwest  Asia.  The  release  of  equipment  to  these  units  was  delayed 
because  the  Army  was  unsure  whether  deployed  units'  requirements  were  met.  As 
a  result,  the  readiness  of  units  that  did  not  deploy  was  seriously  deteriorated. 

Inaccuracies  in  the  CBSX  can  adversely  affect  other  Army  operations  since  the 
Department  uses  data  from  the  system  to  develop  its  budgets,  to  make  purchase  de- 
cisions, and  to  distribute  equipment  to  Army  units.  Additionally,  the  Army  requires 
accurate  CBSX  data  to  direct  the  movement  of  equipment  into  and  within  theaters 
of  operation  during  deployment.  Failing  to  record  equipment  items  exposes  the 
Army  to  undetected  losses  and  unauthorized  use  of  equipment.  We  understand  there 
are  recent  indications  that  CBSX  accuracy  may  be  improving  and,  if  true,  that 
would  certainly  be  encouraging. 

REAL  PROPERTY  ACCOUNTING  AND  REPORTING  WEAKNESSES 

The  Army's  Facilities  System,  used  at  each  installation  and  at  headquarters  to 
record  and  report  real  property,  could  not  provide  complete  and  accurate  informa- 
tion on  the  quantity  and  type  of  Army  structures  and  facilities.  This  information  is 
needed  to  (1)  develop  real  property  maintenance  budgets  and  (2)  provide  readily 
available,  accurate  information  for  use  in  the  base  realignment  and  closure  process. 
As  a  result,  real  property  maintenance  budget  requests  were  unreliable,  and  addi- 
tional verification  was  required  for  real  property  status  information  used  in  the 
Army's  base  realignment  and  closure  evaluation  process.  For  example,  inaccurate 
and  unreliable  information  in  the  Facilities  System  database  required  the  Army  to 
take  other  actions,  such  as  data  validations  reviews,  to  ensure  that  accurate  data 
was  available  to  decisionmakers  involved  in  the  base  realignment  and  closure  eval- 
uations. 

AIR  FORCE  FINANCIAL  DEFICIENCIES  CONTINUE 

The  Air  Force  Audit  Agency  (AFAA)  recently  issued  a  disclaimer  of  opinion  on  the 
Air  Force's  fiscal  year  1992  financial  statements.5  AFAA  reported  that  due  to  defi- 


4  Financial  Management:  Navy  Records  Contain  Billions  of  Dollars  in  Unmatched  Disburse- 
ments (GAO/AFMD-93-21,  June  9,  1993). 

5  Opinion  on  Fiscal  Year  (1992)  Air  Force  Consolidated  Financial  Statements,  25  June  1993. 
The  Air  Force  was  required  to  prepare  agencywide  financial  statements  for  fiscal  year  1992  and 


75 

ciencies  in  the  Air  Force's  accounting  systems  and  internal  controls,  it  was  unable 
to  obtain  sufficient  evidence  to  permit  it  to  opine  on  the  statements. 

DOD  Inspector  General  and  AFAA  representatives  are  here  today  to  discuss  the 
results  of  their  work,  but  I  would  add  that  AFAA's  disclaimer  follows  two  similar 
reports  which  we  issued  on  Air  Force's  financial  management  operations  and  report- 
ing for  fiscal  years  1988  and  1989.6 

As  you  know,  we  monitored  AFAA's  financial  audit  of  the  Air  Force,  including  Air 
Force-operated  DBOF  activities.  The  agency  devoted  substantial  resources,  energy, 
and  personnel  to  the  audit.  While  we  have  not  reviewed  its  reporting  at  this  time, 
we  would  like  to  commend  the  audit  agency  for  its  commitment  to  the  CFO  Act's 
goals. 

However,  the  audit  results  are  also  disappointing.  We  would  have  hoped  that  the 
Air  Force  and  DFAS  would  have  made  more  progress  in  addressing  and  correcting 
problems  we  previously  reported.  You  will  recall  that  at  hearings  before  this  Com- 
mittee on  these  matters,  OSD  and  Air  Force  representatives  made  commitments  to 
improve  Air  Force's  financial  operations.  However,  the  AFAA's  findings  obviously 
show  that  insufficient  commitment  and  progress  have  been  made. 

DISCLAIMER  OF  OPINION  ON  DBOF'S  FINANCIAL  STATEMENTS 

The  DOD  Inspector  General,  with  assistance  from  the  military  services'  audit  or- 
ganizations, audited  DBOF's  financial  operations  for  fiscal  year  1992  pursuant  to 
the  CFO  Act.  The  Inspector  General  determined  that,  due  to  significant  problems 
with  the  Fund's  financial  systems,  internal  controls,  and  financial  data,  it  was  un- 
able to  opine  on  the  Fund's  financial  statements.  The  Inspector  General's  report  is 
consistent  with  our  observations  and  findings  since  DBOF's  inception  in  October 
1991. 

As  previously  noted,  we  support  the  Fund's  concepts  and  are  convinced  that  with 
reliable  financial  systems  and  proper  management,  it  can  contribute  to  significant 
improvement  in  DOD's  operations.  However,  DOD  continues  to  have  difficulties  in 
effectively  implementing  and  operating  the  Fund.  Basic  system  problems,  such  as 
those  affecting  the  Fund's  cost  accounting  systems,  remain.  We  believe  that  delays 
in  appointing  experienced  individuals  to  many  key  leadership  positions  have  con- 
tributed to  the  Fund's  continuing  problems. 

Conclusions 

Mr.  Chairman,  while  the  Army  has  shown  leadership  and  initiative  in  addressing 
its  financial  management  problems,  it  is  disheartening  to  see  that  overall  in  DOD, 
so  little  progress  has  actually  been  achieved  after  so  many  audit  reports  and  hear- 
ings by  this  Committee.  Despite  the  good  intentions  which  are  often  voiced,  DOD's 
civilian  and  military  leadership  have  yet  to  take  the  kinds  of  strong,  decisive,  and 
sustained  actions  that  are  required  to  significantly  improve  financial  management. 
Conceptually  sound  initiatives  have  been  started,  but  their  execution — for  various 
reasons — is  not  achieving  the  results  intended.  After  several  years  of  what  should 
be  considered  devastating  audit  findings,  OSD  has  still  not  demonstrated  that  it  is 
serious  about  resolving  its  financial  management  problems  by  aggressively  develop- 
ing and  implementing  effective  corrective  actions.  Even  the  Department's  FMFIA  re- 
ports fail  to  report  many  material  internal  control  weaknesses,  and  most  of  the 
weaknesses  that  it  does  report  were  first  identified  by  auditors,  not  by  DOD  man- 
agers. 

It  is  paradoxical  that  the  defense  establishment,  where  discipline  is  essential  for 
combat,  instills  so  little  discipline  in  its  financial  management  operations.  Existing 
policies  and  procedures  often  are  sufficiently  sound  to  provide  at  least  minimally 
adequate  control  and  accounting,  yet  high  rates  of  noncompliance  render  the  policies 
and  procedures  ineffective. 

When  considered  in  their  entirety,  DOD's  financial  management  problems,  defi- 
ciencies, and  weaknesses  are  almost  overwhelming.  They  include  (1)  vacancies  in 
top  financial  leadership  positions,  (2)  unclear  financial  accountabilities  and  respon- 
sibilities, (3)  unreliable  financial  systems,  (4)  ongoing  changes  in  programs  and  ex- 
tensive downsizing,  (5)  high  rates  of  noncompliance  with  internal  controls  and  poli- 
cies, (6)  failure  to  retain  certain  financial  records,  (7)  billions  of  dollars  of  undistrib- 
uted and  unmatched  disbursements,  (8)  mischarges  to  appropriations,  (9)  millions 


have  them  audited  under  a  pilot  program  established  by  the  CFO  Act.  The  DOD  Inspector  Gen- 
eral designated  AFAA  to  audit  the  subject  statements. 

6 Financial  Audit:  Air  Force  Does  Not  Effectively  Account  for  Billions  of  Dollars  of  Resources 
(GAO/AFMD-90-23,  February  23,  1990)  and  Financial  Audit:  Aggressive  Actions  Needed  for  Air 
Force  to  Meet  Objectives  of  the  CFO  Act  (GAO/AFMD-92-12,  February  19,  1992). 
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of  dollars  of  negative  unliquidated  obligations,  and  (10)  millions  of  dollars  of  dupli- 
cate, erroneous,  and  improper  payments.  It  is  incumbent  on  the  new  administration 
to  deal  with  these  very  serious  problems  and  commit  the  necessary  resources  to  do 
so  effectively. 

The  Congress  can  help.  During  the  confirmation  process,  it  can  insist  that  highly 
qualified  and  technically  capable  individuals  who  are  willing  to  take  over  the  com- 
plex and  difficult  duties  of  financial  management  are  appointed  to  DOD.  Likewise, 
the  Congress  can  closely  monitor  DOD's  plans,  actions,  and  progress,  including  allo- 
cations of  budgetary  and  staffing  resources,  to  help  ensure  that  financial  manage- 
ment problems  are  addressed  promptly. 

Finally,  as  we  have  previously  recommended,7  it  can  encourage  DOD  to  take  ag- 
gressive short-term  actions  to  make  its  existing  systems  as  accurate  as  possible, 
which  includes  instilling  the  discipline  required  to  set  goals  and  milestones  for  im- 
proving financial  management  and  measuring  progress  toward  achieving  them. 

Mr.  Chairman,  this  concludes  my  statement.  I  will  be  glad  to  answer  any  ques- 
tions you  or  the  other  Members  of  the  Committee  may  have  at  this  time. 


7  Financial  Audit:  Aggressive  Actions  Needed  for  Air  Force  to  Meet  Objectives  of  the  CFO  Act 
(GAO I AFMD-92-12,  February  19,  1992),  and  Financial  Management:  Immediate  Actions  Need- 
ed to  Improve  Army  Financial  Operations  and  Controls  (GAO/AFMD-92-82,  August  7,  1992). 
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ATTACHMENT 


I'nited  States 

General  Accounting  Office 

Washington,  D.C.  20348 


Comptroller  General 
of  the  United  States 


B-253124 


April  27,  1993 

The  Honorable  Les  Aspin 
The  Secretary  of  Defense 

Dear  Mr.  Secretary: 

We  have  reviewed  the  Department  of  Defense's  (DOD)  fiscal 
year  1992  report  mandated  by  the  Federal  Managers'  Financial 
Integrity  Act  of  1982  (FMFIA).   This  report  asserts  that 
DOD's  internal  controls  and  financial  systems,  when  taken  as 
a  whole,  provide  reasonable  assurance  that  the  objectives  of 
the  FMFIA  are  being  achieved. 

These  assertions  are  inconsistent  with  details  in  DOD's 
report  and  with  findings  presented  in  a  number  of  audit 
reports  by  GAO  and  others  on  DOD's  financial  management 
systems  and  operations.   These  reports  highlight  long- 
standing management,  internal  control,  and  accounting  system 
deficiencies  that  weaken  DOD's  ability  to  safeguard,  manage, 
and  control  the  hundreds  of  billions  of  dollars  of  resources 
entrusted  to  it. 

A  summary  of  the  major  internal  control  and  financial 
management  deficiencies  is  provided  in  our  high-risk  and 
transition  series  reports  issued  in  December  1992. 

We  are  concerned  that  DOD's  FMFIA  report,  which  was  issued 
shortly  before  you  became  Secretary  of  Defense,  may  lead  you 
and  other  members  of  the  new  administration  to  overly 
optimistic  conclusions  about  what  should  be  done  to  correct 
the  serious  management,  control,  and  accounting  deficiencies 
of  DOD.   Should  this  happen,  your  ability  to  provide  proper 
stewardship  over  DOD  and  effectively  manage  its  operations 
will  be  severely  impaired. 

We  note  that  you  have  recently  directed  the  Deputy  Secretary 
of  Defense  and  the  Comptroller's  organization  to  review  the 
Defense  Business  Operations  Fund  (DBOF).   We  think  this 
action  is  an  important  step,  but  would  point  out  that  our 
concerns  go  well  beyond  the  operations  of  this  Fund  to 
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include  the  need  to  put  in  place  the  right  top  executive 
leadership  in  DOD's  financial  and  information  management 
organizations . 

The  enclosures  to  this  letter  explain  and  illustrate  our 
concerns.   We  hope  that  you  will  read  them  and  meet  with  us 
soon  to  discuss  the  many  important  corrective  actions  that 
need  to  be  taken,  including  strengthening  DOD's  management 
resources.   Please  call  me  on  (202)  512-5500  or  Donald  H. 
Chapin  on  (202)  512-2600  to  arrange  for  a  meeting. 

We  are  sending  copies  of  this  letter  to  the  Director,  Office 
of  Management  and  Budget  and  to  the  Chairmen  and  Ranking 
Minority  Members  of  the  House  and  Senate  Armed  Services 
Committees,  the  Senate  Committee  on  Governmental  Affairs,  the 
House  Committee  on  Government  Operations,  the  House  Committee 
on  Appropriations,  and  the  Senate  Committee  on 
Appropriations . 


Sincerely  yours,  /"\ 


^. 


&*?M{ 


Charles  A.  Bowsher 
Comptroller  General 
of  the  United  States 

Enclosures 
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ENCLOSURE  I  ENCLOSURE  I 

POD'S  FISCAL  YEAR  1992  FEDERAL  MANAGERS' 

FINANCIAL  INTEGRITY  ACT  REPORT  IS  MISLEADING 

The  FMFIA  and  its  implementing  guidance  require  the  heads  of 
federal  agencies  to  annually  report  to  the  President  and  the 
Congress  by  December  31  whether  (1)  their  internal  control 
systems  are  effective,  (2)  their  accounting  systems  conform  to 
the  Comptroller  General's  accounting  principles  and  standards  and 
related  requirements,  and  (3)  they  have  planned  and/or 
implemented  actions  to  correct  identified  weaknesses.   Most 
importantly,  the  FMFIA  process  makes  agency  management 
responsible  for  assessing  its  own  operations,  and  produces  vital 
information  that  top  management  must  have  to  control  costs  and 
improve  operations. 

The  current  environment  of  budget  reductions  and  downsizing  makes 
it  more  important  than  ever  before  that  DOD  achieve  effective 
financial  management  and  control  over  its  operations.   Effective 
financial  management  and  controls  can  help  DOD  ensure  that  it 
gets  the  most  value  for  each  taxpayer  dollar  spent,  thereby 
assuring  that  available  budgetary  resources  will  be  used  in  ways 
to  optimize  readiness  and  force  structure.   The  FMFIA  process--by 
requiring  identification  and  disclosure  of  existing  weaknesses — 
provides  an  important  tool  and  a  vital  first  step  to  achieving 
the  kinds  of  management  reform  needed. 

Over  the  last  few  years,  we  have  issued  many  reports1  pointing 
out  DOD-wide  problems  related  to  internal  controls  and  accounting 
systems.   In  December  1992  we  issued  a  series  of  high-risk2  and 
transition1  reports  which  summarized  these  DOD-wide  problems. 
The  investigative  and  reporting  process  mandated  by  FMFIA  should 
provide  DOD  with  a  powerful  tool  to  identify  additional  internal 


'See  enclosure  II. 


2High-Risk  Series:   Defense  Inventory  Management  (GAO/HR-93-12, 
December  1992);  Defense  Contract  Pricing  (GAO/HR-93-8,  December 
1992);  and  Defense  Weapons  Systems  Acguisltion  (GAO/HR-93-7, 
December  1992)  . 

'Transition  Series:   Financial  Management  Issues  (GAO/OCG-93-4TR, 
December  1992);  and  National  Security  Issues  (GAO/OCG-93-9TR, 
December  1992)  . 
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control  and  accounting  systems  problems,  and  provide  a  basis  for 
dealing  with  them  in  an  organized  fashion. 

Unfortunately,  DOD's  fiscal  year  1992  FMFIA  report  does  not 
sufficiently  and  clearly  disclose  the  extensive  and  deep-rooted 
weaknesses  in  its  internal  control  systems  or  the  widespread 
failure  of  its  accounting  systems  to  effectively  comply  with  the 
applicable  principles  and  standards.   The  report  presents 
contradictory  information  that  simply  does  not  communicate 
present  conditions.   Furthermore,  it  presents  planned  corrective 
actions  that  often  do  not  address  the  root  causes  of  problems. 

These  conditions  are  not  new  to  DOD;  changing  them  will  require  a 
strong,  knowledgeable,  and  seasoned  financial  management  team  at 
DOD.   In  this  regard,  the  start  of  a  new  administration  presents 
a  unique  opportunity  to  appoint  the  kinds  of  knowledgeable 
financial  and  information  systems  executives  and  managers  that 
will  -be  critical  to  achieving  major  management  reform  at  DOD. 

REQUIREMENTS  FOR  ANNUAL 
AGENCY  FMFIA  REPORTS 

According  to  FMFIA  and  the  implementing  Office  of  Management  and 
Budget  (OMB)  guidance,*  annual  agency  reports  are  to  be  based  on 
self-assessments  of  agency  internal  control  and  accounting 
systems.   The  annual  reports  must  state  whether 

the  agency's  internal  controls  taken  as  a  whole  provide 
reasonable  assurance  that  (1)  obligations  and  costs  are  in 
accordance  with  applicable  laws,  (2)  funds,  property,  and 
other  assets  are  safeguarded  against  waste,  loss, 
unauthorized  use,  or  misappropriation,  and  (3)  revenues  and 
expenditures  are  properly  recorded  and  permit  the 
presentation  of  reliable  financial  and  statistical  reports; 
and 

the  agency's  accounting  systems  conform  to  the  Comptroller 
General's  accounting  principles  and  standards. 

Agency  reports  must  also  identify  any  material  internal  control 
weaknesses  or  instances  of  nonconformity  with  the  Comptroller 
General's  accounting  principles  or  standards.   Finally,  the 
report  must  describe  the  corrective  actions  to  deal  with  current 
material  weaknesses  and  noncompliances,  and  its  efforts  to 


4OMB  guidance  in  this  area  includes  Circular  A- 123,  "Internal 
Control  Systems";  Circular  A-127,  "Financial  Management  Systems  . 
and  annual  memoranda  issued  to  agencies. 
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validate  whether  corrections  of  past  weaknesses  and 
noncompliances  are  effective. 

FISCAL  YEAR  1992  REPORT  OVERSTATES 

THE  EFFECTIVENESS  OF  POD'S  INTERNAL  CONTROLS 

In  its  fiscal  year  1992  FMFIA  report,  DOD  asserted  that  its 
internal  controls,  taken  as  a  whole,  provide  reasonable  assurance 
that  the  objectives  of  the  FMFIA  are  being  achieved.   DOD 
asserted  that  the  results  of  its  1992  internal  control 
evaluations  supported  its  assessment.   DOD  further  asserted  that 
audits  of  its  financial  statements  and  related  notes  have,  with 
few  exceptions,  indicated  that  internal  controls  in  DOD  financial 
systems  are  adequate  and  that  most  financial  system  internal 
control  weaknesses  were  not  material. 

In  our  view,  the  FMFIA  evaluations  and  audit  results  that  DOD 
relied  upon  offer  overwhelming  evidence  that  DOD's  internal 
controls  are  not  adequate.   DOD's  report  acknowledges 
116  material  internal  control  weaknesses  that  cover  major  DOD 
resource  areas  such  as  contract  administration,  major  system 
acquisition,  and  property  management.   Furthermore,  many  of  our 
recent  DOD  financial  audit  and  other  reports  (listed  in  enclosure 
II)  show  that  DOD's  financial  and  internal  control  systems  do  not 
adequately  safeguard  billions  of  dollars  of  resources,  such  as 
equipment  and  inventories.   We  have  also  identified  extremely 
serious  accounting  control  weaknesses  in  all  three  military 
services'  operations,  as  well  as  in  Defense  Business  Operations 
Fund  activities.   Several  of  the  major  findings  from  our  reports 
follow. 

Army 

Our  recent  audit  of  Army's  fiscal  year  1991  financial  statements 
uncovered  major  internal  control  weaknesses  and  accounting 
deficiencies  that  put  billions  of  dollars  of  Army  resources  at 
risk  of  waste  and  mismanagement  and  prevented  us  from  expressing 
an  opinion  on  the  financial  statements.   These  included  the 
following: 

—  The  Defense  Finance  and  Accounting  Service  (DFAS)  initiated 
and  processed  about  $250  billion  in  adjustments  to  the  data 
before  preparing  the  Army's  financial  statements.   However, 
officials  could  not  give  us  records  or  documentation  to 
support  many  of  the  adjustments  and,  where  documentation  was 
available,  there  was  no  evidence  of  supervisory  review  and 
approval . 
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We  could  not  verify  the  accuracy  of  equipment  accounts 
reported  to  be  $151  billion  because  accounting  policies  on 
valuing  items  were  not  consistently  followed. 

About  35  percent  of  the  recorded  inventory  quantities  at  Army 
depots  were  inaccurate  by  10  percent  or  more  for  the  reported 
$12  billion  in  inventory. 

Army  has  not  established  property  accountability  and  controls 
over  the  $7.4  billion  in  government  material  and  equipment 
furnished  to  contractors . 

About  $18.4  billion  of  ammunition  inventory  held  in  central 
storage  areas  at  installations  was  not  recorded  in  accounting 
or  logistics  records.   Also,  about  $800  million  of  ammunition 
inventories  either  in  transit  or  in  production  was  not 
tracked  and  controlled  through  accounting  or  logistics 
records . 

Inadequate  physical  protection  of  hundreds  of  millions  of 
dollars  of  weapons  and  equipment  stored  outside  at  Army 
depots  resulted  in  some  scrappage  rates  reaching  70  percent 
and  losses  of  undeterminable  values  through  theft. 

In  response  to  our  report,  Army  established  a  special  action 
group  to  oversee  action  on  our  recommendations.   In  addition,  the 
Secretary  of  the  Army  sent  a  message  to  all  commanders  of  major 
Army  commands  reiterating  the  importance  of  internal  management 
controls  and  pointing  out  that  these  controls  are  an  inherent 
part  of  every  leader's  job- -of  every  commander's  and  manager's 
job--not  something  imposed  from  above. 

Air  Force 

Hundreds  of  millions  of  dollars  of  Air  Force  resources  were  open 
to  fraud,  waste,  and  mismanagement,  and  we  were  unable  to  express 
an  opinion  on  the  Air  Force's  fiscal  year  1988  financial 
statements,  in  part  because  of  pervasive  internal  control 
problems  similar  to  those  identified  for  the  Army.   As  we 
reported  in  our  December  1992  transition  series5  on  financial 
management,  the  Air  Force  has  made  little  or  no  progress  in 
correcting  the  weaknesses  pointed  out  by  auditors.   Only 
recently,  in  March  1993,  did  DOD  and  Air  Force  issue  a 
comprehensive  corrective  action  plan  to  deal  with  these 
weaknesses.   We  could  not  express  an  opinion  on  Air  Force's 


5See  Transition  Report  entitled  Financial  Management  Issues 
(GAO/OCG-93-4TR,  December  1992). 
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financial  statements  because,  among  other  things,  the  following 
conditions  existed. 

—  Air  Force  organizations  (1)  neither  reviewed  and  analyzed 
their  general  ledger  records  to  ensure  that  they  fairly 
reflected  resources  actually  on  hand  nor  reconciled  those 
records  with  detailed  supporting  accounts  and  records, 
(2)  made  billions  of  dollars  in  erroneous  entries  and 
arbitrary  adjustments  to  force  agreement  between  related 
records,  and  (3)  did  not  always  record  transactions  in  a 
timely  manner. 

—  Air  Force  inventory  systems  did  not  accurately  report  either 
the  guantities  or  values  of  high-dollar  items  actually  on 
hand.   Our  physical  counts  of  these  items  disclosed  erroneous 
guantities  on  hand  for  many  inventory  items  and  over  a 
billion  dollars  in  errors. 

--  Air  Force  logistics  centers  (1)  made  billions  of  dollars  in 
unsupported  adjustments  to  their  inventory  records  to  force 
them  into  agreement  with  financial  records  in  Air  Force's 
general  ledger  and  (2)  did  not  investigate  billions  of 
dollars  in  differences  between  inventory  and  financial 
records . 

--  The  Air  Force  paid  more  than  $630  million  for  communications 
satellites  stored  by  contractors.  These  satellites  were  not 
on  the  Air  Force's  financial  or  property  management  records. 

Navy 

We  are  currently  performing  work  which  analyzes  why  the  Navy  had 
almost  $12.3  billion  in  unmatched  disbursements  as  of  February 
1992.   The  unmatched  disbursements  are  analogous  to  writing 
checks  but  not  knowing  what  bills  were  paid.   We  are  finding  that 
the  high  level  of  unmatched  disbursements  was  caused  by  internal 
control  weaknesses  in  Navy's  disbursement  processes  and  a  major 
accounting  system.   The  weaknesses  place  Navy  at  risk  of  using 
funds  contrary  to  congressional  intent  and/or  making  improper  or 
fraudulent  payments.   In  addition,  the  Naval  Audit  Service 
recently  declined  to  express  an  opinion  on  the  aircraft  parts 
inventory  portion  of  the  Navy  stock  Fund,  which  comprised 
45  percent  of  the  Fund's  assets,  because  of  accounting  and 
recordkeeping  deficiencies. 

Defense  Business  Operations  Fund 

Our  March  1,  1993,  letter  to  the  House  and  Senate  defense 
committees—which  we  also  provided  to  the  Secretary  of  Defense-- 
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discussed  DOD's  difficulties  in  implementing  the  $81  billion 
Defense  Business  Operations  Fund.   These  difficulties  included 
serious  deficiencies  in  control  over  the  accuracy,  reliability, 
and  usefulness  of  information  reported  on  the  Fund's  financial 
condition  and  operating  results.   Specifically,  we  noted  for 
fiscal  year  1992  (1)  a  gross  difference  of  $14  billion  in  amounts 
reported  for  operating  results  between  the  Fund's  financial  and 
budget  reports,  (2)  a  difference  of  $9.4  billion  between  amounts 
cited  for  operating  results  by  the  Defense  Finance  and  Accounting 
Service  and  the  Air  Force  for  its  supply  management  business 
area,  and  (3)  an  average  monthly  unexplained  difference  of 
$900  million  between  disbursements  reported  by  the  Fund  and  by 
the  Treasury. 

On  April  20,  1993,  The  Secretary  of  Defense  directed  the  Deputy 
Secretary  and  the  Comptroller's  organization  to  take  the  lead  in 
reviewing  the  Fund,  pointing  out  that  ".  .  .if  acceptable 
oversight  of  this  system  cannot  be  established,  it  is  highly 
unlikely  that  either  the  Department  of  Defense  or  the  Congress 
will  continue  with  this  system.'' 

DOD'S  ACCOUNTING  SYSTEMS 

DO  NOT  SUBSTANTIALLY  COMPLY  WITH 

PRINCIPLES  AND  STANDARDS 

DOD's  detailed  discussions  of  its  accounting  systems' 
nonconformity  with  the  Comptroller  General's  principles  and 
standards  appear  to  contradict  its  overall  assertion  that  its 
accounting  systems  substantially  conform  to  the  standards. 
Specifically,  DOD  stated  that  225  of  its  274  accounting  systems 
substantially  complied  with  these  standards,  and  that  all  but 
20  of  the  187  material  nonconformities  identified  and  reported  in 
DOD's  accounting  systems  since  FMFIA  was  implemented  have  been 
corrected.   The  data  tend  to  hide  the  extent  of  DOD's  accounting 
system  shortcomings. 

DOD's  overall  assertions  are  in  snarp  contrast  with  its  detailed 
discussion  of  accounting  systems  problems.   Specifically,  in 
Enclosure  D-l  to  its  FMFIA  report,  DOD  states  that  it  has 
material  nonconformances  in  the  following  areas: 

general  accounting  system  ledger  control  and  financial 
reporting, 

property  accounting, 

accounting  for  receivables, 

cost  accounting, 
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system  controls, 

--  audit  trails, 

system  documentation, 

system  operations, 

user  information  needs,  and 

budgetary  accounting. 

Further,  DOD  reported  similar  major  nonconformities  with 
accounting  principles  and  standards  for  the  Defense  Business 
Operations  Fund,  including  problems  with  the  military  and 
civilian  payroll  procedures  supporting  the  Fund.   Clearly,  these 
are  all  fundamental  and  serious  weaknesses. 

The  annual  FMFIA  evaluation  and  reporting  requirements  should 
cause  agencies  to  focus  on  how  internal  control  and  accounting 
system  weaknesses  affect  managerial  decisionmaking  and 
accountability  for  resources  provided  and  results  achieved.   In 
our  view,  DOD's  implementation  of  FMFIA  and  its  report  do  not 
reflect  this  emphasis.   Rather,  DOD  appears  to  focus  more  on 
<eeping  score  of  the  number  of  its  material  weaknesses  and 
nonconformances  than  on  the  effect  of  the  extremely  serious 
problems  that  exist  in  its  key  accounting  and  financial 
management  functions..   These  functions  should  be,  but  currently 
are  not,  offering  a  sound  basis  for  managerial  and  budgetary 
decisions . 

MANAGERIAL  SELF-ASSESSMENTS  HAVE  NOT 
IDENTIFIED  SERIOUS  INTERNAL  CONTROL 
WEAKNESSES 

DOD's  program  of  managerial  self -assessments  under  FMFIA  did  not 
identify  serious  internal  control  weaknesses  in  the  Department. 
For  example,  in  January  1993  we  reported6  that  poor  internal 
controls  and  inadequate  systems  at  Army's  maintenance  depots  did 
not  protect  weapons  and  equipment  from  deterioration  and  theft 
during  shipment  to  depots  and  during  the  maintenance  process,   we 
noted  that  these  weaknesses  resulted  in  the  waste  of  millions  of 
dollars.  Our  report  also  pointed  out  that,  even  though  these 
were  long-standing  problems,  they  had  not  been  reported  as 


'Financial  Management:   Poor  Internal  Control  Has  Led  to 
Increased  Maintenance  Costs  and  Deterioration  of  Equipment 
(GAO/AFMD-93-8,  January  25,  1993). 
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material  weaknesses  in  the  Army's  and  DOD's  FMFIA  assurance 
statements.   This  report,  as  well  as  the  reports  on  our  financial 
audits  at  Air  Force  and  Army,7  points  out  that  DOD  and  the 
military  services  do  not  use  the  FMFIA  process  to  provide  for 
comprehensive  and  continuing  assessments  of  internal  control 
systems  and  candid  disclosure  of  all  material  internal  control 
weaknesses . 

This  information,  along  with  our  analysis  of  the  material 
weaknesses  disclosed  in  DOD's  fiscal  year  1992  report,  clearly 
contradicts  DOD's  assertion  that  it  has  long  operated  systems  of 
checks  and  balances  and  other  internal  control  evaluations,  as 
well  as  evaluations  required  by  FMFIA,  to  ensure  (1)  prompt  and 
full  disclosure  of  control  deficiencies,  when  identified,  and 
(2)  timely  development  and  implementation  of  corrective  actions. 
Rather,  our  December  1992  transition  series  report  on  financial 
management  issues  points  out  that  past  Air  Force  and  Army  FMFIA 
reports  had  not  been  fully  candid  in  disclosing  serious  control 
and  accounting  problems.   In  addition,  most  of  the  material 
internal  control  weaknesses  included  in  DOD's  1992  report  were 
disclosed  in  audit  reports.   Of  the  116  uncorrected  material 
internal  control  weaknesses  in  DOD's  1992  FMFIA  report,  92  were 
identified  through  audits,  9  were  initially  identified  by  audits 
and  followed  up  on  by  FMFIA  internal  control  reviews,  and  only  15 
weaknesses  were  identified  through  FMFIA  internal  control 
reviews.   Of  the  50  corrected  material  internal  control 
weaknesses,  40  were  identified  by  audits,  3  were  initially 
identified  by  audits  but  followed  up  on  by  FMFIA  internal  control 
reviews,  and  only  7  were  identified  by  managerial  assessments 
required  under  FMFIA. 

While  audit  reports  should  be  a  key  source  to  identify  material 
internal  control  weaknesses,  they  should  not  be  the  chief  source 
used  by  an  agency.  Audit  coverage  of  an  agency's  operations,  by 
its  very  nature,  encompasses  only  a  small  portion  of  those 
operations  during  any  fiscal  year.  Consequently,  audit  coverage 
should  not  be  relied  on  to  identify  most  of  an  agency's  material 
internal  control  weaknesses.   Because  relatively  few  of  DOD's 


financial  Audit:   Air  Force  Does  Not  Effectively  Account  For 
Billions  of  Dollars  of  Resources  (GAO/AFMD-90-23,  January  23, 
1991);  and  Financial  Management:   Immediate  Actions  Needed  to 
Improve  Army  Financial  Operations  and  Controls  (GAO/AFMD-92-82, 
August  3,  1992)  . 
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reported  internal  control  weaknesses  were  self-identified,  we 
believe  that  OOD's  annual  internal  control  evaluations  have  not 
achieved  the  intended  benefits  of  the  FMFIA  process. 

POD'S  ACTIONS  TO  DATE  WILL 
NOT  CORRECT  ALL  WEAKNESSES 

We  believe  that  many  of  DOD's  internal  control  and  accounting 
system  problems  persist  because  DOD  has  not  undertaken 
improvement  initiatives  that  attack  the  root  causes  of  those 
problems.   For  example,  DOD's  1992  report  stated  that  more  than 
one-third  of  its  corrective  actions  entailed  revising  or  issuing 
new  regulations  and  assigning  responsibilities  for  carrying  them 
out.   However,  many  of  the  root  causes,  if  not  most,  of  the 
serious  internal  control  weaknesses  disclosed  in  our  recent 
reports  on  DOD  financial  management  were  the  failure  of  staff  to 
actually  carry  out  existing  control  procedures.   For  example,  in 
our  January  1993  report  on  Army  maintenance  depot  operations,  we 
pointed  out  that  the  depots  we  visited  were  not  performing 
required  physical  inventories  of  weapons  and  equipment  to 
validate  information  in  inventory  records.   In  fact,  the  report 
pointed  out  that,  on  average,  the  depots  we  /is i ted  completed 
only  one-third  of  required  physical  inventories. 

Our  reports  on  our  financial  audits  at  Army  and  Air  Force  also 
pointed  out  the  failures  of  staff  to  carry  out  existing  control 
requirements  as  the  root  causes  of  major  internal  control 
weaknesses.   Consequently,  the  promulgation  of  additional 
requirements  for  additional  controls  will  not  solve  DOD's 
material  internal  control  weaknesses. 

With  respect  to  the  nonconformance  of  its  accounting  systems,  DOD 
asserts  that  two  major,  long-term  initiatives  will  solve  these 
problems.   These  are  (1)  Defense  Management  Report  initiatives, 
including  the  Corporate  Information  Management  (CIM)  initiative, 
which  is  to  improve  DOD  business  processes  and  information 
systems,  and  (2)  the  establishment  of  the  Defense  Business 
Operations  Fund. 

We  agree  that,  as  proposed  in  DOD's  Corporate  Information 
Management  initiative,  financial  and  related  logistics  systems 
need  to  be  integrated  to  provide  summary  financial  control  over 
DOD's  noncash,  long-term  resources.   We  also  agree  that  the 
Defense  Business  Operations  Fund,  from  a  conceptual  perspective, 
can  reduce  the  cost  of  providing  support  to  the  military 
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services.   However,  as  we  have  reported,  these  two  initiatives 
currently  have  serious  problems. 

The  Corporate  Information  Management  initiative  to  improve 
DOD's  business  processes  and  information  systems  has  had 
limited  success.   It  suffers  from  a  lack  of  clear  management 
direction,  lines  of  authority,  and  responsibility  for 
implementing  it.   In  addition,  it  is  focusing  on  selecting 
specific  systems  and  technology  without  first  determining 
what  the  goal  of  its  business  operations  should  be  and  how 
these  operations  should  be  improved.   As  a  result,  its  goals 
of  improved  information  systems  and  $36  billion  in  savings 
through  fiscal  year  1997  may  not  be  realized. 

Successful  implementation  of  the  Defense  Business  Operations 
Fund  will  reguire  a  substantial  and  continuing  effort  to 
(1)  enhance  DBOF  financial  management,  (2)  improve  existing 
financial  systems  and  develop  new  systems,  (3)  develop 
reliable  baseline  financial  data,  and  (4)  obtain  needed 
management  and  personnel  resources.   As  discussed  earlier, 
DOD  is  not  meeting  its  expectations  for  DBOF  in  these  areas. 

NEED  FOR  A  STRONG  FINANCIAL 
MANAGEMENT  TEAM  AT  DOD 

Recent  budget  cuts  for  defense  occasioned  by  the  end  of  the  Cold 
War  and  the  pressing  need  to  reduce  the  structural  budget  deficit 
have  highlighted  the  need  to  optimize  the  economy  and  efficiency 
of  all  DOD  operations.   This  is  necessary  both  to  ensure  that 
available  budgetary  resources  are  used  to  build  the  force 
structure  needed  to  respond  to  threats  and  to  keep  the  force  at 
an  optimal  state  of  readiness.   To  achieve  needed  enhancements  in 
economy  and  efficiency  of  operations,  DOD  needs  to  (1)  make  major 
improvements  to  its  financial  management  operations  and  systems 
and  (2)  build  a  management  team  to  make  the  system  improvements 
work. 

DOD  has  acted  to  improve  its  financial  management  operations  and 
systems  through  major  recent  initiatives—Defense  Management 
Report,  Defense  Business  Operations  Fund,  and  Corporate 
Information  Management  initiative,  for  example—but  it  needs  to 
act  on  building  the  management  team  to  bring  these  initiatives  to 
full  fruition.   For  example,  our  September  1992  report  on  CIM8 


"Defense  ADP :   Corporate  Information  Management  Must  Overcome 
Major  Problems  (GAO/IMTEC-92-77 ,  September  14,  1992). 
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cited  the  lack  of  effective  management  and  funding  control  and 
DOD's  failure  to  follow  its  information  management  improvement 
model  as  reasons  for  the  program's  limited  progress  and  lack  of 
success . 

Unless  the  right  top  executive  leadership  is  put  in  place  and  is 
fully  supported  by  the  most  competent  and  experienced  people  from 
across  the  services  and  in  the  DOD  financial  and  information 
management  organizations,  the  Department  will  be  unable  to 
achieve  a  number  of  the  cost  savings  anticipated  by  the  Defense 
Management  Report.   In  addition,  DOD  needs  to  devote,  to  the 
extent  practicable,  the  needed  budgetary  resources  to  financial 
management  improvement  initiatives  and  to  emphasize  the  training 
and  development  of  people. 

The  CIM  project  is  a  case  in  point.   It  has  been  plagued  by 
numerous  leadership  changes,  organizational  realignments,  and  at 
least  three  false  starts.   It  has  been  over  3  years  since  CIM  was 
initiated  and  DOD  still  has  little  to  show  for  its  efforts.   Few 
business  processes  have  been  streamlined,  few  systems  have  been 
improved,  and  little  progress  has  been  made  towards  the 
$36  billion  in  promised  savings.   CIM  is  taking  much  longer  than 
expected;  its  potential  for  success  is  obviously  waning. 

DOD's  financial  management  initiatives  have  merit  and  are 
consistent  with  "reinventing  government."   We  believe  that  they 
deserve  a  chance  to  succeed.   A  strong  management  team  is  needed 
at  DOD  both  to  accomplish  these  initiatives  and  overcome  the  past 
neglect  of  systems  and  controls,   with  a  strong  management  team, 
DOD  can  identify  and  correct  control  and  systems  weaknesses. 
Furthermore,  and  much  more  importantly,  without  such  a  team, 
progress  in  correcting  these  very  serious  weaknesses  will 
definitely  be  limited. 

CONCLUSIONS 

DOD's  internal  financial  and  accounting  control  weaknesses 
currently  pose  the  following  risks: 

Waste,  fraud,  and  abuse  will  occur  and  not  be  detected  or 
will  not  be  detected  early  enough  to  be  dealt  with 
effectively. 

Budgetary  and  force  structure  decisions  will  be  based  upon 
incorrect  data. 

--  The  success  of  critical  DOD  initiatives  such  as  its  Defense 
Business  Operations  Fund  will  be  jeopardized. 
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Proposed  improvements  in  DOD's  operations  or  corrective 
actions  for  known  deficiencies  will  not  be  effective. 

These  risks  have  the  potential  to  severely  embarrass  the 
Department.   They  also  could  undermine  public  confidence  at  a 
time  when  the  nation's  taxpayers  are  being  asked  to  bear  a 
markedly  heavier  burden. 

DOD's  success  in  supporting  the  new  administration's  goals  of 
increasing  the  federal  government's  efficiency  and  cost- 
effectiveness  will  to  a  large  extent  depend  on  the  efforts  you 
and  your  top  officials  make  to  identify  and  correct  internal 
control  and  accounting  system  weaknesses  through  the  FMFIA  and 
other  processes.   This  makes  it  even  more  important  that  you  and 
the  administration  select  knowledgeable  individuals  with  proven 
financial  management  track  records  to  fill  key  DOD  leadership 
positions.   Resolving  DOD's  long-standing  financial  management 
and  control  problems  will  be  a  daunting  task,  especially  under  an 
increasingly  restrictive  budgeting  environment.   That  very 
environment,  however,  makes  it  increasingly  important  to  be  as 
efficient  and  cost-effective  as  possible  if  DOD  is  to  maintain 
optimal  force  structure  and  readiness. 

We  expect  to  continue  our  audit  and  evaluation  work  of  DOD's 
financial  management  operations,  which  is  currently  focused 
heavily  on  the  Army.   In  addition,  follow-up  efforts  related  to 
our  prior  Air  Force  and  Army  financial  statement  audits  will  be  a 
continuing  priority,  and  we  are  preparing  to  begin  an  overall 
assessment  of  the  Navy.   We  are  continuing  to  monitor  progress  in 
implementing  DBOF  and  CIM. 
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RELATED  GAP  PRODUCTS 

Financial  Management:   Navy  Industrial  Fund  Has  Not  Recovered  Costs 
(GAO/AFMD-9  3-18,  March  23,  1993). 

Financial  Management:   Poor  Internal  Control  Has  Led  to  Increased 
Maintenance  Costs  and  Deterioration  of  Eguipment  (GAO/AFMD-93-8, 
January  25,  1993)  . 

Financial  Management:   POD  Faces  Implementation  Problems  in  Stock 
Funding  Repairable  Inventory  Items  (GAO/AFMD-92-15,  December  26, 

1991)  . 

Air  Force  Depot  Maintenance:   Improved  Pricing  and  Financial 
Management  Practices  Needed  (GAO/AFMD-93-5,  November  17,  1992). 

Financial  Management:   Weak  Financial  Accounting  Controls  Leave 
Commodity  Command  Assets  Vulnerable  to  Misuse  (GAO/AFMD-92-61, 
September  4,  1992). 

Financial  Management:   Army  Conventional  Ammunition  Production  Not 
Effectively  Accounted  for  or  Controlled  (GAO/AFMD-92-57,  August  31, 

1992)  . 

Financial  Management:   Internal  Control  Weaknesses  Impede  Air 
Force's  Budgeting  for  Repairable  Items  (GAO/AFMD-92-47,  August  26, 
1992). 

Financial  Audit:   Examination  of  Army's  Financial  Statements  for 
Fiscal  Year  1991  (GAO/AFMD-92-83,  August  7,  1992). 

Financial  Management:   Immediate  Actions  Needed  to  Improve  Army 
Financial  Operations  and  Controls  (GAO/AFMD-92-82,  August  7,  1992). 

Financial  Management:   Defense  Business  Operations  Fund 
Implementation  Status  (GAO/T-AFMD-92-8,  April  30,  1992). 

Financial  Audit:   Aggressive  Actions  Needed  for  Air  Force  to  Meet 
Objectives  of  the  CFO  Act  (GAO/AFMD-92-12,  February  19,  1992). 

Financial  Audit:   Status  of  Air  Force  Actions  to  Correct 
Deficiencies  in  Financial  Management  Systems  (GAO/AFMD-91-55, 
May  16,  1991) . 
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Defense's  Planned  Implementation  of  the  $77  Billion  Defense 
Business  Operations  Fund  (GAO/T-AFMD-91-5,  April  30,  1991). 


Financial 

Audit: 

Financial 

Reporting 

and 

Internal 

Controls  at 

the 

Air  Loqistics  Centers  (GAO/AFMD-91-34, 

April  5,  1991). 

Financial 

Audit: 

Financial 

Reporting 

and 

Internal 

Controls  at 

the 

Air  Force 

Systems 

Command  (GAO/AFMD-91 

-22, 

January 

23,  1991). 

Financial 

Audit: 

Air  Force 

Does  Not  Effec 

itively  Account  for 

Billions  of  Dollars  of  Resources  (GAO/AFMD-90-23,  February  23, 
1990)  . 

Air  Force  ADP:   Lax  Contract  Oversight  Led  to  Waste  and  Reduced 
Competition  (GAO/IMTEC-93-3,  November  19,  1992). 

Defense  ADP:   Corporate  Information  Management  Must  Overcome  Major 
Problems  (GAO/IMTEC-92-77 ,  September  14,  1992). 

Air  Force  ADP:   Status  of  Logistics  Modernization  Projects  and.  CIM 
Impacts  (GAO/IMTEC-92-66,  July  30,  1992). 

Embedded  Computer  Systems:   Defense  Does  Not  Know  How  Much  It 
Spends  on  Software  (GAO/IMTEC-92-62BR,  July  6,  1992). 

Defense  ADP:   Lessons  Learned  From  Development  of  Defense 
Distribution  System  (GAO/IMTEC-92-25,  March  20,  1992). 

Defense  ADP:   Corporate  Information  Management  Initiative  Faces 
Significant  Challenges  (GAO/IMTEC-91-35,  April  22,  1991). 

Defense  ADP:   Corporate  Information  Management  Savings  Estimated 
Are  Not  Supported  (GAO/IMTEC-91-18,  February  22,  1991). 

Air  Force  ADP:   Logistics  Systems  Modernization  Costs  Continue  to 
Increase  (GAO/IMTEC-89-7FS,  December  28,  1988). 
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United  States 

General  Accounting  Office 

Washington,  D.C.  20648 


Comptroller  General 
of  the  United  States 

B-251321 

June  30, 1993 

To  the  President  of  the  Senate  and  the 
Speaker  of  the  House  of  Representatives 

This  report  presents  the  results  of  our  efforts  to  audit  the  Principal 
Financial  Statements  of  the  Department  of  the  Army  for  fiscal  years  1992 
and  1991.  As  part  of  this  effort,  we  evaluated  the  Army's  internal  controls 
and  its  compliance  with  laws  and  regulations  related  to  the  financial 
statements.  Pursuant  to  the  Chief  Financial  Officers  (cro)  Act  of  1990 
(Public  Law  101-576),  the  Army  was  required  to  prepare  agencywide 
financial  statements  for  fiscal  years  1992  and  1991  and  have  them  audited. 
As  authorized  by  the  act,  we  attempted  to  perform  an  audit  of  these 
statements. 

We  were  unable  to  express  an  opinion  on  the  reliability  of  the  financial 
statements  for  fiscal  years  1992  and  1991.  In  addition,  our  evaluation  and 
tests  of  internal  controls  found  that  such  controls  generally  were 
ineffective.  Our  work  also  disclosed  material  noncompliance  with  laws 
and  regulations  governing  the  Army's  retention  of  financial  records. 

Many  of  the  problems  noted  in  this  report  were  also  discussed  in  our 
August  1992  report  on  Army's  fiscal  year  1991  financial  statements.  The 
Army  has  undertaken  a  substantial  effort  to  address  the  issues  raised  in 
that  report  However,  while  we  have  noted  some  improvements  during 
1992,  these  improvements  have  not  been  as  rapid  as  we  anticipated  a  year 
ago.  Army's  efforts  have  been  hampered  by  various  factors,  including 
vacancies  in  key  leadership  positions.  Stronger  and  more  sustained  Army 
and  Department  of  Defense  leadership  will  be  required  before  substantial 
improvements  will  occur. 

We  are  sending  copies  of  this  report  to  the  Secretary  of  Defense;  the 
Acting  Secretary  of  the  Army;  the  Director  of  the  Office  of  Management 
and  Budget;  and  the  Chairmen  and  Ranking  Minority  Members  of  the 
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House  and  Senate  Armed  Services  Committees,  the  Senate  Committee  on 
Governmental  Affairs,  the  House  Committee  on  Government  Operations, 
the  House  and  Senate  Committees  on  Appropriations;  and  other  interested 
parties. 


eUftS^ 


Charles  A  Bowsher 
Comptroller  General 
of  the  United  States 
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United  States 

General  Accounting  Office 

Washington,  D.C.  20648 


Comptroller  General 
of  the  United  States 

B-251321 

June  30, 1993 

To  the  Acting  Secretary  of  the  Army 

In  accordance  with  the  Chief  Financial  Officers  Act  of  1990,  the  Army 
prepared  the  accompanying  Principal  Financial  Statements  for  the  fiscal 
years  ended  September  30, 1992  and  1991.  As  authorized  by  the  act,  we 
elected  to  perform  audits  of  these  comprehensive  statements,  including 
the  evaluation  of  related  internal  controls  and  compliance  with  laws  and 
regulations.  The  Army  is  1  of  10  pilot  agencies  required  to  prepare  such 
statements.  This  represents  only  the  second  time  the  Army  has  prepared 
comprehensive  financial  statements  for  audit  by  independent  auditors. 

We  were  unable  to  express  an  opinion  on  the  reliability  of  the  financial 
statements  for  fiscal  years  1992  and  1991  primarily  for  the  following 
reasons.  First,  the  Army's  many  accounting  system  inadequacies  and  its 
failure  to  adhere  to  Department  of  Defense  (dod)  and  Army  financial 
policies  prevented  us  from  assessing  the  reliability  of  these  statements. 
Second,  the  scope  of  our  work  was  limited  because  certain  accounting 
offices  did  not  retain  financial  records  necessary  to  conduct  our  audit 
Third,  dod  prevented  the  Army  from  reflecting  billions  of  dollars  of  assets 
and  liabilities  in  its  financial  statements.  In  addition,  other  factors 
affecting  the  statements'  reliability  include  material  uncertainties 
regarding  the  reasonableness  of  amounts  reported  for  most  of  the  Army's 
assets  and  liabilities  and  the  failure  to  report  information  by  program  or 
functional  activity  in  the  Statement  of  Budget  and  Actual  Expenses. 

In  our  opinion,  internal  controls  on  September  30, 1992,  were  not  effective 
in  (1)  protecting  the  Army's  $293  billion  in  reported  assets,  (2)  assuring 
material  compliance  with  laws  and  regulations  governing  budget  authority, 
and  (3)  assuring  there  were  no  material  misstatements  in  the  financial 
statements.  However,  we  were  unable  to  evaluate  and  test  critical  internal 
controls  due  to  the  Army's  failure  to  retain  certain  financial  records,  which 
represents  a  material  noncompliance  with  laws  and  regulations. 

Data  contained  in  the  Army's  Overview  and  Supplemental  Financial  and 
Management  Information  is  derived  from  the  same  sources  as  the  financial 
statements  and,  accordingly,  is  likely  to  be  unreliable.  With  regard  to 
information  presented  in  the  overview,  the  Army  has  taken  steps  to 
develop  performance  measures  to  help  it  assess  its  ability  to  fulfill  its 
mission.  However,  because  that  effort  was  not  completed  in  fiscal  year 
1992,  no  performance  measures  were  included  in  the  over/iew. 
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Many  of  the  problems  we  are  reporting  in  this  second  audit  were  also  cited 
in  our  report  on  the  Army's  fiscal  year  1991  financial  statements  and  are 
summarized  here  in  the  section  on  significant  matters.1  We  recognize  that 
many  of  these  problems  require  long-range  solutions  as  well  as 
shorter-term  remedial  efforts.  However,  enforcement  of  existing  policies 
and  procedures  should  bring  about  substantial  improvements.  Ultimately, 
success  depends  upon  cooperative  efforts  by  the  leadership  of  the  Army, 
supporting  dod  components  such  as  the  Defense  Finance  and  Accounting 
Service  (dpas),  and  top  dod  management  Until  these  problems  are 
corrected,  the  Army  will  have  neither  effective  financial  control  over  the 
assets  entrusted  to  it  nor  reliable  financial  information  to  economically 
and  efficiently  control  its  operations. 

Workforce  downsizing  and  restructuring  initiatives  at  dod,  as  well  as 
vacancies  in  key  leadership  positions,  have  also  hindered  the  Army's 
progress  in  meeting  the  cfo  Act  objective  of  accurate  and  timely  financial 
reporting.  As  a  result,  although  improvements  were  made  in  1992,  progress 
has  not  been  as  great  as  we  anticipated  a  year  ago. 


Significant  Matters 


The  problems  summarized  below  are  covered  in  more  detail  in  a  series  of 
separate  reports  which  we  have  provided  to  the  Army  and  dod  for 
comment  These  reports  address  the  Army's  accounting  and  reporting  for 
military  equipment,  military  payroll,  and  real  property,  as  well  as  its 
overall  financial  management 


Conditions  Found  in  1991 
Continue 


Our  report  on  Army's  fiscal  year  1991  financial  statements  identified  a 
number  of  conditions  which  prevented  us  from  expressing  an  opinion  on 
the  statement  of  financial  position.  In  our  audit  for  fiscal  year  1992,  we 
compared  our  fiscal  year  1991  findings  with  current  conditions.  We  found 
that  the  following  conditions  still  existed 


•  equipment  was  not  accurately  reported, 

•  real  property  accounts  were  not  accurately  reported, 

•  not  all  liabilities  were  reported, 

•  controls  over  contractor-held  property  were  not  in  place,  and 

•  unsupported  adjustments  were  made  to  the  financial  statements. 

Three  other  conditions  we  identified  in  1991  require  additional  discussion. 


'Financial  Audit  Examination  of  the  Army's  Financial  Statements  for  Fiscal  Year  1991 
(GAO/AFMD42-83,  August  7, 1992). 
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•  Cash  on  hand,  which  had  not  been  reported  in  the  financial  statements  in 

1991,  was  reported  for  fiscal  year  1992. 

•  Accounting  and  operational  data  for  inventories  reported  by  Army's  stock 
and  industrial  revolving  funds  and  stored  at  Army  depots  was  unreliable 
and  incomplete  in  1991.  These  inventories  were  transferred  effective 
October  1, 1991,  to  the  Defense  Business  Operations  Fund  (dbof).  For 

1992,  these  inventories  and  related  matters  are  reported  in  separate 
financial  statements  for  dbof.  Note  l.C  to  the  financial  statements 
describes  this  transaction. 

•  The  Army  holds  approximately  $11  billion  of  ammunition  at  installations 
which  was  not  transferred  to  dbof.  dod  has  continued  to  require  that  this 
not  be  reflected  in  the  Army's  financial  statements. 


Army  Lacks  Accurate, 
Reliable  Accounting 
System 


Neither  dfas  nor  the  Army  can  ensure  that  they  properly  record,  process, 
and  summarize  only  valid  transactions  for  the  Army,  and  provide  accurate 
financial  information  needed  by  Army  managers.  The  dfas  center  in 
Indianapolis  maintains  a  centralized  general  ledger  system  to  consolidate 
over  32,000  general  ledgers  submitted  by  Army  accounting  offices. 
However,  rather  than  using  the  general  ledger  to  account  for  major  assets, 
the  Army  relies  on  information  derived  from  operational  systems,  such  as 
the  Army-wide  system  for  military  equipment  For  example,  Army 
recorded  almost  $93  billion  of  adjustments  to  bring  general  ledger 
balances  into  agreement  with  amounts  recorded  by  Army-wide  operational 
systems.  In  addition,  after  a  $196  billion  correction  for  computer  system 
errors,  the  Army  recorded  $7  billion  of  adjustments,  for  which  no 
supporting  documentation  was  available,  to  make  general  ledger  balances 
agree  with  the  departmental  budget  execution  system  because  dfas 
considered  it  to  be  more  accurate.  Of  this  amount,  $2  billion  of 
adjustments  were  made  to  bring  Army's  Fund  Balance  With  Treasury 
account,  representing  appropriated  funds  available  for  disbursement,  into 
agreement  with  amounts  reported  by  Treasury.  M^jor  contributing  factors 
to  these  differences  include  the  fact  that  these  data  sources  are  not 
integrated  and  do  not  share  common  data;  in  addition,  there  can  be  no 
assurance  that  either  data  source  is  accurate  because  discrepancies 
between  them  are  not  investigated. 


Based  on  our  audit  work,  we  proposed  about  $52  billion  of  adjustments  to 
improve  the  accuracy  and  presentation  of  the  Army's  financial  statements 
for  fiscal  year  1992.  However,  the  Army's  statements  only  reflect 
$28  billion  of  these  adjustments.  The  statements  do  not  reflect  all  of  our 
adjustments  because  dod  told  dfas  to  reverse  adjustments  it  had  made  on 
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behalf  of  the  Army  to  record  $24  billion  of  liabilities.  Also  at  dod's 
instruction,  dfas  made  an  additional  adjustment  with  which  we  do  not 
concur.  This  adjustment  removed  $1 1.4  billion  of  ammunition  from  the 
Statement  of  Financial  Position.  Nevertheless,  even  if  our  proposed 
adjustments  had  been  recorded,  sufficient  uncertainties  regarding  other 
amounts  would  still  exist,  making  it  unlikely  that  the  financial  statements 
are  reliable. 


Budget  Execution  Reports 
Are  Unreliable  and 
Outdated 


Through  its  field  accounting  and  departmental  budget  execution  systems, 
the  Army  monitors  obligations  and  disbursements  against  various  fund 
limitations  to  assure  compliance  with  the  Antideficiency  Act  These  fund 
limitations  include  appropriations,  apportionments  by  the  Office  of 
Management  and  Budget,  and  certain  administrative  subdivisions  of  funds. 
dod  and  Army  regulations  identify  administrative  subdivisions  that 
constitute  binding  fund  limitations.  The  Army  would  violate  the 
Antideficiency  Act  if  it  overexpended  these  limits.  Thus,  the  Army's  budget 
execution  systems  should  accurately  record  disbursements  against  all 
applicable  limits  to  ensure  that  the  Army  is  complying  with  the  act 
However,  we  found  that  the  Army's  budget  execution  information  is 
unreliable. 


As  of  September  30, 1992,  Army  had  reported  $4.9  billion  of  "undistributed 
disbursements."  These  are  disbursements  that  have  been  made  by 
disbursing  offices  but  not  recorded  by  Army  accounting  offices.  These 
undistributed  disbursements  had  not  been  recorded  against  any  Army 
administrative  subdivision  of  funds.  In  an  effort  to  gain  some  budgetary 
control  over  Army's  undistributed  disbursements,  each  disbursement  is 
initially  charged  against  an  overall  Army  appropriation  before  an  Army 
accounting  office  finally  charges  the  disbursement  to  an  administrative 
subdivision  of  funds.  However,  even  this  appropriation-level  control  is 
unreliable.  When  disbursements  were  finally  accounted  for  during  fiscal 
year  1992, 17  percent  of  these  initial  charges  were  reversed  and  charged  to 
different  appropriations.  Accordingly,  the  Army  accounting  offices'  budget 
reports  throughout  the  year  were  misstated. 

In  addition,  we  noted  that  practices  actually  followed  in  recording 
disbursements  at  some  locations  were  not  consistent  with  the  control 
objective  of  ensuring  disbursements  are  properly  matched.  For  example, 
at  one  Army  major  command,  we  found  that  controls  did  not  ensure  that 
contract  progress  payments  were  correctly  recorded.  In  a  sample  of  39 
transactions,  we  found  15  items  that  were  matched  incorrectly  to 
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obligations.  Different  obligations  can  relate  to  different  appropriations  or 
administrative  subdivisions  of  funds.  Unless  progress  payments  are 
correctly  allocated  to  obligations,  they  cannot  be  properly  allocated  to  the 
applicable  fund  limitations. 

As  a  result  of  these  errors  and  control  weaknesses,  the  Army  does  not 
have  the  reliable  information  needed  to  assess  whether  its  disbursements 
are  within  the  limits  prescribed  by  the  Antideficiency  Act 


Material  Noncompliance 
With  Record  Retention 
Requirements 


Army  officials  advised  us  that  Army  Materiel  Command  (amc)  accounting 
offices  did  not  retain  financial  records  necessary  to  document  the  posting 
of  individual  payment  transactions  to  budgetary  accounts  (obligations  and 
expenditures)  and  general  ledger  accounts.  Army  records  show  that  amc 
disbursed  over  $29  billion  of  Army  funds  during  fiscal  year  1992.  At  one  of 
amc's  five  major  accounting  offices,  we  verified  that  they  failed  to  retain 
the  specific  detailed  transaction  records.  Thus,  we  could  not  verify  that  all 
transactions  were  posted  or  whether  they  were  posted  accurately. 

Agencies  are  generally  required  to  prepare  and  maintain  complete  records 
of  their  transactions  (44  U.S.C.  3101-3102).  Agencies  must  also  retain 
records  for  the  time  periods  specified  in  either  the  General  Records 
Schedules  Issued  by  the  Archivist  or  specific  agency  disposition  schedules 
approved  by  the  Archivist  (44  U.S.C.  3302-3303a,  3314).  These 
requirements  apply  to  records  produced  by  automated  systems  even  if 
they  exist  only  in  a  machine-readable  form.  The  General  Records 
Schedules  and  the  Army's  disposition  standards  require  all  Army 
accounting  offices  to  retain  certain  financial  and  accounting  records  for  at 
least  3  years.  In  our  view,  amc's  failure  to  retain  these  records  represents 
material  noncompliance  with  laws  and  regulations  governing  the  Army's 
retention  of  financial  records. 


Controls  Over  Cash  and 
Check  Processing  Are 
Weak 


In  our  audit  work  on  cash  and  controls  over  processing  checks  and  cash 
receipts,  we  found  the  following  deficiencies: 

Army  had  not  reconciled  over  $218  million  of  transactions  recorded  in 
suspense  and  budget  clearing  accounts.  These  suspense  accounts,  which 
are  supposed  to  be  cleared  within  90  days,  consist  of  such  items  as 

(1)  deposits  recorded  by  Army  and  not  received  by  Treasury  and 

(2)  amounts  for  checks  written  to  replace  lost  checks  when  both  the 
original  and  replacement  are  cashed.  However,  until  the  Army  can 
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research  suspense  account  items,  it  cannot  try  to  collect  or  obtain 
reimbursement  of  these  items. 

•  The  six  Army  locations  we  visited  did  not  perform  all  the  required 
quarterly  verifications  of  cash  on  hand.  Total  cash  on  hand  reported  by 
Army  was  $98  million  as  of  September  30, 1992.  Adherence  to  Army  policy 
regarding  cash  counts  would  improve  accountability  over  cash 

•  At  September  30, 1992,  Army  disbursing  officers  and  other  dod 
components  who  maintain  blank  checks  for  the  Army's  use  had  not 
provided  Treasury  the  transaction  tapes  supporting  over  $1.6  billion  of 
disbursements,  most  of  which  were  made  more  than  90  days  previously. 
Of  this  amount,  $1  billion  was  attributable  to  dod  components  other  than 
the  Army.  Because  the  tapes  were  not  sent  to  Treasury,  it  honored  checks 
that  it  was  unable  to  match  with  Army's  disbursements.  As  of  April  1993, 
the  Army  indicated  that  the  amount  of  such  unreported  checks  was  down 
to  $247  million  and  was  attributable  to  dod  components  other  than  the 
Army.  Failure  to  report  check  usage  promptly  and  accurately  makes  it 
more  difficult  to  detect  fraud  and  check  alteration. 

According  to  dfas  officials,  limited  time  and  resources  contributed  to 
these  deficiencies,  dfas  officials  also  indicated  that  difficulties  in 
coordinating  with  non-Army  organizations  hampered  efforts  to  promptly 
research  suspense  account  items  as  well  as  Treasury's  ability  to  match  the 
Army's  checks  with  reported  disbursements.  Nevertheless,  because  cash 
and  checks  are  especially  susceptible  to  loss  and  theft,  these  conditions 
are  unacceptable. 


Armywide  System  for 
$53  Billion  of  Military 
Equipment  Is  Unreliable 


The  Continuing  Balance  System-Expanded  (cbsx)  is  the  Army's  system  for 
monitoring  the  type,  quantity,  and  location  of  military  equipment  The 
Army's  reported  $128  billion  of  military  equipment  includes  $53  billion  of 
tactical  equipment  accounted  for  and  reported  by  cbsx.  Our  audit 
disclosed  that  the  Army's  November  1992  comparison  between  cbsx  and 
unit  records  identified  over  58,000  differences  for  individual  items  with  an 
aggregate  value  of  about  $5.2  billion.  Unit  records  are  the  data  source  for 
cbsx;  therefore,  cbsx  and  unit  records  should  be  in  agreement  However, 
even  if  cbsx  agreed  with  unit  records,  the  Army  would  still  not  have 
accurate  information  on  the  type,  quantity,  and  location  of  its  equipment 
because  unit  records  were  also  inaccurate. 


Our  audit  also  disclosed  that  cbsx  had  invalid  equipment  quantities  shown 
to  be  in  transit  between  units.  Such  invalid  in-transit  quantities  result  in 
overstatements  of  equipment  values.  Our  analysis  of  the  December  1992 


Pa«cll 


GAO/AWD-n-l  Amr'i  lart  Flnuelal  Sttttownti 


103 


B-MlStl 


cbsx  in-transit  file  showed  that  transactions  affecting  over  92,000  items 
with  a  reported  value  of  $1.7  billion  were  over  6  months  old,  with  some 
dating  back  to  1990.  Army  personnel  told  us  that  such  old  in-transit  items 
would,  in  all  likelihood,  be  invalid. 

In  addition,  dod  regulations  require  that  military  equipment  be  valued  at 
the  actual  costs  incurred  to  acquire  it  and  put  it  into  operation.  Instead, 
the  Army  attempted  to  account  for  its  equipment  at  a  standard  price 
intended  to  reflect  the  most  recent  acquisition  cost,  which  may  provide 
more  meaningful  management  information.  However,  our  test  of  45 
equipment  items  valued  at  $1.6  billion  revealed  inaccuracies  in  standard 
prices  used  for  39  items.  The  Army  adjusted  these  39  equipment  balances 
by  $1 18.9  million  to  improve  the  accuracy  of  reported  balances.  Further, 
for  the  September  30, 1992,  equipment  balances,  the  Army  attempted  to 
reduce  the  value  of  unserviceable  and  scrap  equipment  items  to  reflect 
their  condition  based  on  crude  estimates  which  may  not  reflect  their 
actual  condition.  The  Army  is  currently  considering  an  enhanced  approach 
to  better  reflect  the  condition  of  military  equipment  in  the  accounting 
records. 


Real  Property  Accounting 
System  Contains 
Inaccurate  Data 


The  Army's  Facilities  System,  used  at  each  installation  and  at  headquarters 
to  record  and  report  real  property,  could  not  provide  complete  and 
accurate  information  on  the  quantity,  type,  and  value  of  Army  structures 
and  facilities.  In  addition  to  supporting  the  financial  statements,  this 
information  is  needed  to  (1)  develop  real  property  maintenance  budgets 
and  (2)  provide  readily  available  information  for  use  in  the  base 
realignment  and  closure  process.  We  found,  however,  that  the  financial 
statement  balances  were  unsupported,  budget  requests  for  real  property 
maintenance  were  unreliable,  and  additional  verification  was  required  for 
real  property  status  information  used  in  the  Army's  base  realignment  and 
closure  evaluation  process. 

While  the  Army  has  efforts  underway  to  improve  Facility  System 
information,  these  initiatives  are  proceeding  slowly.  Many  of  the  problems 
with  cost  information  in  the  Facilities  System  cited  in  our  fiscal  year  1991 
audit  remained  uncorrected  at  the  end  of  fiscal  year  1992. 


Army  Faces  Significant 
Unfunded  Contingent 
Liabilities 


As  discussed  in  note  1  to  the  Principal  Statements,  the  Army  estimated 
losses  from  contingencies  to  be  between  $24  billion  and  $32  billion.  These 
amounts  represent  the  range  of  estimated  costs  to  the  Army  for 
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environmental  cleanup,  chemical  weapon  demilitarization,  radioactive 
waste  disposal,  and  workforce  downsizing.  We  did  not  audit  this 
information  because  the  Army  completed  its  analysis  and  supporting 
documentation  after  our  field  work  was  completed.  However,  because  dod 
instructed  dfas  to  reverse  entries  made  to  the  Army's  statements  to  record 
$24  billion  of  these  liabilities,  we  believe  the  Army  has  a  significant 
liability  which  has  not  been  recorded  in  its  Statement  of  Financial 
Position. 


Military  Payroll  System  Is 
Vulnerable  to  Abuse  and 
Error 


The  payroll  system  for  the  Army's  military  personnel  allowed  unauthorized 
persons  to  be  paid,  and  it  inaccurately  reported  and  remitted  payroll 
withholdings.  Specifically,  over  2,200  individuals  who  should  not  have 
been  paid  received  payments  for  September  1992.  dfas  estimates  that  total 
unauthorized  payments  to  these  individuals  exceeded  $6  million.  We  also 
noted  that  dfas  has  not  been  able  to  accurately  report  and  remit  payroll 
deductions  to  the  appropriate  entities,  including  almost  $14  million  for 
federal  income,  Social  Security,  and  Medicare  taxes  withheld  for  fiscal 
year  1992.  In  addition,  the  Army  Military  Personnel  appropriation  was 
erroneously  charged  and  not  properly  reimbursed  for  costs  chargeable  to 
Reserve  and  National  Guard  personnel  appropriations. 


Operating  Expenses  Are 
Misstated 


Contrary  to  regulations,  Army  accounting  practices  do  not  distinguish 
between  capital  expenditures  and  operating  expenses.  For  fiscal  year 
1992,  the  Army  generally  recorded  all  disbursements  as  expenses  and  after 
year-end,  dfas  transferred  the  amount  of  estimated  capital  expenditures  to 
asset  accounts.  The  Army  reported  $10.9  billion  of  capital  expenditures  in 
its  Statement  of  Cash  Flows.  However,  we  estimated  at  least  an  additional 
$6.7  billion  of  capital  expenditures  that  should  also  have  been  adjusted  out 
of  operating  expenses.  In  addition,  the  Army  made  no  accrual  for 
operating  expenses  incurred  but  not  paid  as  of  September  30, 1992. 
Without  accurate  expense  data,  the  Army's  efforts  to  develop  meaningful 
cost-based  performance  measures  will  be  hampered. 


Cash  Flows  Are 
Unauditable 


dfas  and  the  Army  made  progress  toward  producing  an  audi  table 
Statement  of  Cash  Flows  using  its  budget  execution  system.  Previously, 
dfas  and  the  Army  developed  this  statement  based  primarily  upon 
unreliable  data  from  its  Statement  of  Financial  Position.  Although  the 
Army  used  its  budget  execution  system  for  its  1992  Statement  of  Cash 
Flows,  control  weaknesses  over  adjustments  to  the  budget  execution 
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system,  combined  with  the  Army's  failure  to  retain  certain  financial 
records,  precluded  us  from  expressing  an  opinion  on  the  fiscal  year  1992 
Statement  of  Cash  Flows.  In  addition,  because  of  the  significant  change  in 
the  format  of  this  statement,  dod  indicated  that  it  could  not  prepare  the 
Statement  of  Cash  Flows  on  a  comparative  basis  for  fiscal  year  1992,  as 
required  by  the  Office  of  Management  and  Budget  (omb).2  However,  the 
statement  should  be  presented  comparatively  in  future  years. 

With  respect  to  the  adjustments  mentioned,  dfas  made  $5.7  billion  of 
adjustments  and  corrections  to  improve  the  fiscal  year  1992  data  in  the 
budget  execution  system;  however,  controls  over  these  and  other 
adjustments  made  throughout  the  year  do  not  ensure  that  only  authorized 
adjustments  are  recorded.  For  example,  officials  were  unable  to  provide 
adequate  records  or  documentation  to  support  some  of  the  adjustments. 


Statement  of  Budget  and 
Actual  Expenses  Omits 
Program  Data 


omb  requires  that  operating  expenses  be  reported  by  budget  object 
classification  or  program.  Instead,  the  Army  followed  dod's  instructions  to 
report  operating  expenses  by  type  of  fund.  Reporting  by  fund  type  does 
not  provide  a  level  of  detail  consistent  with  amounts  reported  in  the 
Army's  budget  to  the  Congress  and  does  not  provide  useful  information 
because  it  cannot  be  related  to  budget  data.  Evaluation  of  budget 
execution  is  limited  by  this  reporting  practice. 


Controls  Over  Data 
Processing  Operations  Are 
Deficient 


The  Army  relies  extensively  on  automated  data  processing  (adp)  systems 
to  manage  its  operations.  Our  audit  work  revealed  material  weaknesses  in 
controls  over  (1)  access  to  adp  systems  and  data,  (2)  emergency  changes 
to  programs,  and  (3)  Army's  ability  to  continue  adp  operations  in  the  event 
of  a  disaster.  As  a  result,  the  Army  might  be  unable  to  continue  to  process 
data  in  the  event  of  a  forced  shutdown  of  one  of  its  major  adp  centers.  The 
Army  also  cannot  prevent  the  intentional  or  unintentional  alteration  of 
data  and  is  subject  to  unauthorized  payments  or  improper  use  of  its 
resources.  Immediate  action  to  deal  with  the  major  weaknesses  in  this 
area  is  essential  to  mitigate  these  risks. 


FMFIA  Objectives  Are  Not 
Being  Achieved 


The  Army  is  required  to  report  annually  to  the  Secretary  of  Defense  as  part 
of  dod's  evaluation  of  controls  under  the  Federal  Managers'  Financial 
Integrity  Act  of  1982  (fmfia)  (31  U.S.C.  3512).  In  its  fmfia  report  for  fiscal 
year  1992,  the  Army  stated  that,  except  for  16  material  weaknesses,  its 
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internal  control  structure  provided  reasonable  assurance  that  control 
objectives  were  achieved.  In  view  of  the  magnitude  of  material 
weaknesses  reported  and  the  additional  material  weaknesses  we 
identified,  we  disagree  with  the  Army's  1992  report  to  the  Secretary  of 
Defense.  We  believe  that  as  a  result  of  these  weaknesses,  the  Army  should 
have  stated  that  fmfia  objectives  are  not  being  achieved.  We  took  similar 
exception  to  the  Army's  1991  fmfia  report 


Objectives,  Scope, 
and  Methodology 


Management  is  responsible  for 

preparing  annual  financial  statements  in  conformity  with  applicable 

accounting  principles, 

establishing  and  maintaining  internal  controls  and  systems  to  provide 

reasonable  assurance  that  the  broad  control  objectives  of  fmfia  are  met, 

and 

complying  with  applicable  laws  and  regulations. 

We  are  responsible  for  auditing  the  financial  statements  and  evaluating 
related  internal  controls  and  compliance  with  laws  and  regulations.  To 
fulfill  these  responsibilities,  we  attempted  to 

examine,  on  a  test  basis,  evidence  supporting  the  amounts  and  disclosures 

in  the  financial  statements; 

assess  the  accounting  principles  used  and  significant  estimates  made  by 

management; 

consider  compliance  with  the  process  required  by  fmfia  for  evaluating  and 

reporting  on  internal  control  and  accounting  systems; 

evaluate  the  overall  presentation  of  the  financial  statements; 

evaluate  and  test  relevant  internal  controls  which  encompassed  the 

following  areas: 

•  cash  disbursements, 

•  budget  execution, 

•  real  property, 

•  payroll, 

•  military  equipment,  and 

•  fmfia;  and 

test  compliance  with  selected  laws  and  regulations. 

As  previously  discussed,  our  audit  was  impeded  by  Army's  noncompliance 
with  record  retention  requirements.  This  material  noncompliance,  along 
with  the  other  internal  control  weaknesses  noted  previously,  made  it 
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impossible  to  (1)  test  transactions  to  verify  their  integrity  and  (2)  test  and 
evaluate  certain  internal  controls. 

Certain  Army  programs  and  assets  are  classified  for  national  security 
reasons.  The  scope  of  our  work  did  not  include  these  classified  assets. 
While  classified  assets  are  not  included  in  the  Statement  of  Financial 
Position,  the  transactions  of  classified  programs  are  reflected  as  expenses. 
These  expense  transactions  of  classified  programs  were  subject  to  audit 
procedures;  however,  such  procedures  were  subject  to  the  same 
limitations  as  other  transactions  discussed  above.  In  addition,  while  we 
have  previously  reviewed  classified  programs  at  the  request  of  the 
Congress,  we  performed  no  auditing  procedures  related  to  classified 
programs  and  assets  during  this  audit 

Except  for  the  limitations  on  the  scope  of  our  work  on  the  principal 
financial  statements,  internal  controls,  and  compliance  with  laws  and 
regulations  described  above,  our  work  was  done  in  accordance  with 
generally  accepted  government  auditing  standards  and  omb  Bulletin  93-06, 
Audit  Requirements  for  Federal  Financial  Statements. 


eUf^-^i 


Charles  A  Bowsher 
Comptroller  General 
of  the  United  States 

May  31, 1993 
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PRINCIPAL 
STATEMENTS 


The  Army's  FY  92  Principal  Financial  Statements  are  presented  in  the  format  prescribed 
by  the  Office  of  Management  and  Budget  (OMB)  and  the  Department  of  Defense.  The 
statements  present  the  overall  financial  position  and  operating  results  of  the  Army  for  the 
fiscal  year  ended  September  30. 1992.  The  following  statements  are  included  as  Army's 
Principal  Statements. 

•  Statement  of  Financial  Position 

-  Statement  of  Operations  (and  Changes  in  Net  Position) 

-  Statement  of  Cash  Rows  (Direct  Method) 

-  Statement  of  Budget  and  Actual  Expenses 

The  statements  include  Army  and  Corps  of  Engineers  (Civil  Works)  financial  results 
rounded  to  thousands.  The  accompanying  footnotes  have  been  cross-referenced  to  their 
appropriate  account  and  should  be  considered  an  integral  part  of  the  principal  statements. 
The  following  limitations  apply  to  the  statements. 

-  The  financial  statements  have  been  prepared  to  report  the  financial  position 
and  results  of  operations  of  the  entity,  pursuant  to  the  requirements  for  pilot  organizations 
under  the  Chief  Financial  Officers  Act  of  1990. 

-  While  the  statements  have  been  prepared  from  the  books  and  records  of  the 
entity  in  accordance  with  the  formats  prescribed  by  the  OMB,  the  statements  are  different 
from  the  financial  reports  used  to  monitor  and  control  budgetary  resources  which  are  pre- 
pared from  the  same  books  and  records. 

-  The  statements  should  be  read  with  the  realization  that  they  are  for  a  sover- 
eign entity,  that  unfunded  liabilities  reported  in  the  financial  statements  cannot  be  liquidated 
without  the  enactment  of  an  appropriation,  and  that  the  payment  of  all  liabilities  other  than 
for  contracts  can  be  abrogated  by  the  sovereign  entity. 
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Statement  o(  Financial  Position 


Department  Agency :        Department  of  the  Army 
Reporting  Entity:  Principal  Statement! 
Statement  of  Financial  Position 
as  or  September  30, 1992 
(Thousands) 


a.  Fond  Balances  will  Treainry  (Note  Z) 
b    Cain 

M1.643.70J 
98.323 

t47.999.676 

c.  Foreign  CaiTcacy  (Note  2) 

d    Other  Monetary  Assets  (Note  IF) 

7*46 
82,001 

e.  Investments.  Non-Federal 

f     Acconntt  Receivable.  Net  -  Non-Fedcnl 

1.150,229 

1.031.832 

g    lnveaaofica  Held  for  Sale,  Net 

a.  Loam  Receivable.  Net  -  Non-Fedcnl 
i.    Advances  and  Prepayments   Nonfederal 

802.755 

966,032 

|     Property  Ik Id  lor  Sale 

t    Olbei.  Non-Federal 

L    UtTagDvrniokeaU.1  Item: 

(1)  Accooaais  Rccc.vibir .  Federal 

(2)  Loans  Recrrvible.  Federal 

(3)  lBva(mco&,  Federal  (Note  3) 

(4)  Other.  Federal 

m     Total  Hunrlil  Resources 

2.  NM-rlniodtl  Rftourm: 

■.  ReuMixa  Tranfenble  to  Tieuvry 

b    iBveiitofies  No*  Held  for  Sale  (Note  4) 

c  Properly,  Pin-  aad  Equipmcot,  Ncl  (Note  5) 

d     CHbcr(Nol«-6| 

c.  Tc*al  Nc*-Riiaaca*l  Rta^trta 

3.  Total  Anets 
IXVBMJTItS 

4.  Faatded  liabiliitn 

a.  Aa.tH.BU  Payable.  Noa-Federal 

b  Aixroed  lateral  Payable 

c  Accracd  Payroll  aad  Benefit*  (Note  15.) 

d  Accned  Ealillcmeal  Bcncflb 

e.  Lease  Liabilities  (Note  7) 

I  Dei*  (Note  8) 

g.  Gunatecs  Payibk 

a  Other  Funded  liabilities.  Non-Federal  (Note  9) 


1.109.258 


186.032 

170.69J 

145.250340 

224358 

(7SJ31) 

SS1J28J97 

138.200 

3.524.140 

221348.701 

22,087,917 

1247.598,958 

17,445.668 

246.4t6.057 

30,636.272 

J294.577.997 

J2923W.798 

I345306J94 

7.672,996 

5.09W75 

3.174.479 

2410.862 

663 

794.776 

898.007 

The  accompanying  notta  are  an  integral  pan  of  these  statements. 
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Deportment/ Agency:       Department  of  the  Army 
Reporting  Entity:  Principal  Statements 
Statement  of  Financial  Position 
as  or  September  30, 1992 

(Thousands) 


LIABILITIES  Cootlnwd 


Inlngovrrnmr nul  Liabilities 


(1)  Accounts  Payable,  Federal 

$1,718,751 

$5,566,822 

(2)  Debt  (Note  8) 

(3)  Deferred  Revenue  (Note  l.N.) 

1.263.946 

1.500.690 

(4)  Other  Funded  Liabilities,  Federal  (Note  9) 

31.934 

69.975 

j.    Tout  Funded  Liabilities 

114.656.882 

$15,639,394 

5.     Unfunded  Inabilities: 

a.  Accrued  Leave  (Note  IP) 

2,464,698 

1.617.840 

b.  Lease  Liabilities  (Nolc  7) 

22,724 

22,992 

c.  Pensions  and  Other  Actuarial  LiabiUties 

(Note  10) 

d.  Other  Unfunded  Liabilities  (Nolc  11) 

672.929 

76.046 

e.  Total  Unfunded  Liabilities 

$3,160,351 

$1,716,878 

6.     TOTAL  LIABILITIES 

$17,817,233 

$17,356,272 

NET  POSITION 

7.  Food  Balances:  (Note  12) 

a.  Revolving  Fund  Balances 

b.  Trust  Fund  Balances 

c.  Appropriated  Fund  Balances 

d.  Total  Fund  Balances 

8.  Less  Future  Funding  Requirements  (Note  13) 

9.  Net  Position 

10.  Total  Liabilities  and  Net  Position 


2,084.019 

1.811,872 

273,761,977 

$277,657,868 


(2,625,303) 
$275,032,56S 

$292,849,798 


20,359,230 

1,857.116 

307.874.608 

$330,O90,9S4 

(1,640,832) 
$328,450.122 

$345,806,394 


The  accompanying  notes  are  an  integral  part  of  these  statements 
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Statement  of  Operations  (and  Changes  in  Net  Position) 

Department/ Agency:   Department  of  the  Army 

Reporting  Entity:   Principal  Statements 

S  talemen  1  of  Operations  (and  Changes  In  Net  Position ) 

tor  rerlod  Ended  September  JO,  1M2 

(Tboaaaadt) 

REVENUES  AND  FINANCING  SOURCES 

an 

1991 

I     ApprapfianDBi  Expeaani 

I77.J4I.9S8 

$79890,820 

2.    Baan—  treat  Saks  of  Goods 

a.  To  He  Public 

662J94 

472,405 

b  latxagpvcrsaneatal 

7.302.793 

10.960.530 

3.    laaesesl  ana  Peaatties.  Noa-Fejersl 

4.    lsafercst.  Federal 

13404 

21,243 

3.    Taxes  (Note  14) 

6     OtaeiReveaae>udFaaada(Soafoa(Nolt  IS) 

1.795.804 

7.068432 

7.    Lean  Tuna  aad  Receipts  Rcrsricd  lo 

(216480) 

(97.673) 

lac  Trim  ry 

8.   Tatal  Rrwnan  aad  FUaadaf  Saarecs 

$86  900403 

$98415.657 

EXFE74SES 

9.    Coal  of  Goo*  or  Services  Sold 

a,  To  tac  Pablk 

256.071 

349.189 

b  lautsyvursascattl 

4.424,21c, 

8.101.738 

10.  Program  of  Opetaooa  Expenses  (Note  16) 

79.750  J 17 

87447.001 

11.  Drprooauoa 

260.225 

23.058 

12.  Bad  Debts  ltd  Write-offs 

53.608 

42.129 

13.  Interesl 

■    Federal  Fnaaoiag  BaaVTrcasary 

Borrowiag 

b    Federal  Secahties 

c.   Olnef 

1J75 

2474 

14.  Otter  Frprnsrt  (Note  17) 

1.046.199 

I22.S28 

13.  Total  Expenses 

$85,792,011 

$96,188417 

16.  Excess  (Skortaae)  of  reveaso  sad 

Financing  Soarces  Over  Total  Expeases 

Before  Adjastrncats 

SI, 108.292 

$1127440 

17.  Pins  (Minns)  Adjaatrncaes: 

s.  Exnaordiasrjr  Items  (Note  16) 

h    Prior  Period  Adjustments  (Note  IS) 

117.432 

18.  Excess  (Sborure)  of  Rrvcaees  sad 

Firunring  Soarces  over  Toul  Expeases 

$1,225,724 

$2.127440 

IV.  Plat:  Unloaded  Fjrpeases 

777446 

2a   Excess  ISboruerlot  Revest*,  ,*j 

llnancfcBg  Soarces  Over  Fandsd  Expeaars 

J2.0O3.07O 

$2.127440 

The  accompanying  notes  are  an  integral  pan  of  these  statements. 
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Department/ Agency:  Department  of  the  Army 
Reporting  Entity:  Principal  Statements 
Statement  of  Operations  (and  Changes  In  Net  Position) 
for  Period  Ended  September  30, 1992 

(Thousands) 


EXPENSES  CoatlDMd 


21.  Net  Position,  Beginning  Balance 

22.  Excess  (Shortage)  of  Revenues  and  Financing 

Sources  Over  Total  Expenses 

23.  Plus  (Minus)  Equity  Transfers  (Note  19) 

24.  Net  Position,  Ending  Balance 


U28.430.122 

1288,328,969 

1.223.724 
(34.643.281) 

1275.032^65 

2,127,340 
37.993.813 

1328.450.122 

The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Statement  of  Cash  Flows 


Department/ Agency :   Department  of  the  Army 
Reporting  Entity:   Principal  Statement 
Statement  of  Cosh  Flows! Direct)  (Note  20) 
for  the  Period  Ended  September  30, 1992 

(Thousand!) 

CASH  PROVIDED  (USED)  BY  OPERATING  ACTIVITIES: 

fjndj  Presided: 

1.  Til  Collections 

2  Sales  of  Goods  sad  Services 

3.  Interest  aad  Penalties 

4.  Benefit  Programs 

5.  lasanncc  sad  Guarantee  Prognnu 

6.  Other  Operating  Cash  Provided 

7.  Total  Cask  Provided 


8.  Goods  sad  Services 

9.  Personnel  Services  sad  Benefits 

10.  Trsvel  aad  Transports  lioa 

1 1.  Real,  Commaaicatioas  aad  Utilities 

12.  Printing  aad  Reproduction 

13.  Oibri  Contractual  Services 

14.  Supplies  tad  Materials 

13.  Insurance  Claims  tad  Indemnities 

16.  Gnats,  Sabsidies  sad  ladcmnilirs 

17.  Closet  Operation  Cask  Used 

18.  Total  Cask  Used 

19.  Net  Cask  Provided  (Used)  by  Operation  Activities 


CASH  PROVIDED  (USED)  BY  INVESTING  ACTTvnTES: 

20.  Sale  o(  Property.  Plinl  snd  tuuipenenl 

21.  Purchase  o(  Properly.  Plinl  ind  Equipment 

22.  Sale  o(  Secunties 

23.  Purchase  of  Secunties 

24.  Collection  of  Long- Term  Loans  Receivable 
23.  Ceeslioo  of  Long-Term  Loana  Receivable 

26.  Other  Investing  Cash  Provided  (Used) 

27.  Net  Cash  Provided  (tlsedlb,  Investing  Activities 


514J86.268 
13.660 


152.878] 


14J86.268 

40.159.149 

3362035 

2491.371 

111. Ml 

13.920302 

10J02.953 

79.715 

1029244 

OiLtSiL 

(S86.6 16372) 

(J72J69.816) 


(10392.268) 
1.633 
37.194 


($10353.441) 


The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Department/ Agency:  Department  of  the  Army 
Reporting  Entity:  Principal  Statements 
Statement  of  Cash  Flo wi  (Direct)  (Note  20) 
for  the  Period  Ended  September  30, 1992 

(Thousands) 

CASH  PROVIDED  (USED)  BY  FINANCING  ACTIVITIES  19*2 

28.  Appreciations  (Cum*  Warrants)  $71,089,373 

29.  Add: 

a.  Restorations 

b  Transfers  of  Cub  From  Otben  7,914,361 

30.  Deduct: 

i.  Witbdnwib  239.896 

b.Tnusfeis  of  Cask  To  Otben  1,890.383 

31.  Ncl  Appropriations  $76,873,453 

32.  Borrowing  from  the  Public 

33.  Repjyme Ms  on  Loins  to  the  Public 

34.  Borrowing  from  tbc  Treasury  and  ibc  Federal  Financing  Bauk 

35     Repayments  on  Loans  from  tbe  Treasury  and  the  Federal  Financing  Bank 
36.    CHbcr  Borrowings  and  Repayment* 


37.  Nel  Cask  Provided  (Used)  by  Financing  Activities  $76873,453 

38.  Net  Cask  Provided  (Used)  by  Operating.  Non-  Operating 


and  Financing  Activities  (S6.249.804) 

39     Fund  Balmneei  with  Treasury,  Cask,  and  Fontga  Comacy,  Befualag  147.999,676 


40.     Fund  Balances  with  Treasury,  Cash,  sad  ForvtgB  Comacy,  Ending  $41,749,872 


The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Statement  of  Budget  and  Actual  Expentei 


Department/ Agency :   Department  of  the  Army 
Reporting  Entity:  Principal  Statemenu 
Statement  of  Budget  and  Actual  Expenses 
Tor  the  Period  Ended  September  30, 1992 
(Thousands) 


Pragma 

»~ 

ONHtalloen 

Nam*  (a) 

Mm 

Rxtmbaratd                 Expease* 

CAWCF 

14.112319 

I2,90i505 

I4.S27.714 

kevotviag  COE 

2.431.236 

12J95.1M 

2.464,177 

Treat  Military 

1337 

380 

400 

Tnat  Civil 

798.928 

724,770 

510,729 

Gcaenl  Military 

93,496.798 

77341.278 

8,766317 

S3.2JS.vJ6 

General  Crvil 

tjasto 

3.535.016 

687.036 

1.589,643 

Special  Military 

64,116 

21.761 

13.963 

Special  Civil 

7A028 

11.778 

11.798 

Depoul  Military 

DcpnilCSvi, 

Bimiaaboa. 

(6.S62J49) 

Tata* 

1106,113.122 

1*4430,167 

JI2J56JM 

S8S.792.0U 

BanifH  RtcoawHIIalani 

A.  Total  Expeases 
a  Ada: 

J83.7ri.011 

(1)  Cipiul  Acqaautioas 

(3.035.212) 

(Z)  Lmm  Dnbaiiaj 

663 

P)  OUo  Expcadcd  Badeet  Aauonty 

15.449.237 

C  Las: 

(1)  DeoRoslioa  Bad 

Ajnortizaboa 

260.223 

(21  Uafaadcd  Aaasa 

Leave  Expesse 

J50J50 

(3)  Olaef  Uataaded  Exposes 

213.933 

D.  Fxnmdtvl  Approanatioas 

I97J82.191 

E  LeM  ReindMnemrati 

14J88J65 

F.   FipranVd  Approprauoas,  Duea 

182,993.826 

The  accompanying  notes  ore  an  integral  pan  of  these  statements 
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Footnote*  to  the  Principal  Statement* 


FOOTNOTES 

TO  THE 

PRINCIPAL 

STATEMENTS 
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NOTE  Is  Significant  Accounting  Policies: 

A.  Entity  and  Basis  of  Consolidation 

The  United  States  Army  is  the  largest  component  in  terms  of  personnel  of  the  Depart- 
ment of  Defense.  The  Army's  principal  mission  is  producing  combat  ready  forces  and 
deterring  aggression. 

These  financial  statements  are  based  upon  a  consolidation  of  data  processed  by  various 
systems  at  the  installations,  arrows  office  (major  command)  and  a  hybrid  modular  configu- 
ration at  the  departmental  level  called  the  Program,  Budget,  and  Accounting  System  (PBAS). 
Budget  execution  reports  are  certified  for  accuracy  and  completeness  by  commanders  at  each 
level  they  are  produced  or  consolidated.  The  accompanying  financial  statements  account  for 
Department  of  Army  (21)  and  Civil  Works  (96)  funds.  Information  on  classified  assets, 
programs,  and  operations  hat  been  aggregated  and  reported  in  such  a  manner  that  it  is  no 
longer  classified. 

Due  to  delays  encountered  in  upgrading  the  accounting  and  reporting  systems  employed 
throughout  the  network,  the  departmental  system  will  not  achieve  full  compliance  with 
prescribed  general  ledger  standards  until  adoption  and  proliferation  of  the  migratory  account- 
ing system  selected  for  a  capitalized  and  consolidated  environment.  The  general  ledger 
account  balances  used  in  the  Financial  Statements  were  reconciled  to  certified  report  data 
submitted  in  the  budget  execution  system  to  compensate  for  the  lack  of  a  fully  integrated 
certifiable  general  ledger  system.  Where  required,  the  general  ledger  was  adjusted  to  agree 
with  data  in  the  certified  budget  execution  reports  which  through  the  years  have  proven  to 
be  reliable  and  accurate.  The  general  ledger  was  not  adjusted  to  incorporate  the  General 
Accounting  Office's  (GAOs)  recommended  corrections  for  FY  91  due  to  the  timing  of  the 
report  release  and  •  need  to  more  fully  analyze  recommendations  and  determine  strategy 
required  to  affect  correction. 

Based  on  FY  91  audit  results,  internal  controls  and  procedures  were  revised  to  improve 
audit  trails  for  departmental  level  adjustments  to  budget  execution  data  and  the  general 
ledger.  The  changes  provide  auditors  and  other  reviewers  a  means  to  identify  departmental 
level  adjustments  by  type  or  purpose.  There  are  five  principal  types  of  adjustments  to  budget 
execution  data  which  may  or  may  not  affect  the  financial  statements.  Many  of  these  adjust- 
ments are  routinely  made  during  monthly  accounting  cycles.  The  five  types  of  budget 
execution  adjustments  are: 

1)  Departmental  input  of  data  where  accountability  lies  at  the  departmental  level  and 
corrections  due  to  editing  of  such  data;  this  would  include  changes  directed  by  higher  head- 
quarters to  satisfy  reporting  requirements 

2)  Changes  to  correct  illogical,  incompatible,  or  abnormal  conditions  found  during 
the  validation  of  hard  copy  field  reports  to  the  data  contained  in  the  departmental  system. 
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3)  Manual  input  to  align  values  in  the  departmental  system  to  hard  copy  certified 
reports. 

4)  Corrections  of  errors  in  field  and  departmental  level  data;  these  include  corrections 
to  data  that  fail  edit  checks. 

5)  Transactions  due  to  special,  one-time  occurrences. 

As  a  result  of  FY  91  audit  recommendations,  a  number  of  systems  changes  were  initiated 
in  FY  92  to  allow  automated  identification  of  transaction  types.  These  automated  changes 
could  not  be  implemented  before  the  close  of  FY  92  processing  due  to  higher  priorities. 
However,  manual  internal  control  processes  were  strengthened  and  improved  to  provide  the 
needed  audit  trails  and  ensure  a  proper  separation  of  duties  (e.g.,  between  those  requesting, 
approving,  or  inputting  changes).  The  operating  procedures  and  supporting  documentation 
for  Army  departmental  level  adjustments  are  readily  available  for  audit.  The  net  budget 
execution  adjustments  are  shown  below. 


Transactions 

iBIIIkituI 

Departmental  Input 

2,960 

$32.28 

Correct  Abnormal  Balances 

1,668 

4.76 

Manual  input  to  align  values  in  the  departmental 

392 

(1.13) 

system  to  hard  copy  certified  reports 

Error  Correction  Transactions 

2,829 

2.07 

Transactions  due  to  special,  one-time  occurrences 

««t 

(.10) 

Total 

8,630 

$37.88 

This  year  end,  most  installations  and  major  commands  were  not  able  to  change  their 
automated  systems'  programs  to  recognize  the  multi-year  designations  provided  by  the 
Supplemental  Appropriation  Act.  Although  their  systems  computed  ending  balances,  the 
transactions  did  not  contain  the  level  of  detail  required  to  produce  the  financial  statements. 
Consequently,  the  values  were  recomputed  and  replaced  at  the  departmental  level  for  the 
budget  execution  system. 

As  a  part  of  the  year  end  process  and  financial  statement  reconciliations,  a  series  of 
transactions  were  entered  into  the  departmental  general  ledger.  These  transactions  were  (1) 
original  input,  (2)  adjustments  based  on  analysis  of  field  reported  data,  and  (3)  adjustments 
based  on  audit  recommendations.  Original  input  was  made  based  upon  information  only 
available  at  the  departmental  level,  or  changes  directed  by  higher  headquarters.  Adjust- 
ments were  made  to  bring  the  data  into  agreement  with  certified  hard-copy  reports  and  other 
analyses  performed.  Some  adjustments  to  bring  the  general  ledger  into  agreement  with 
certified  reports  are  also  a  part  of  the  budget  execution  adjustments  shown  above.   The 
number  of  transactions  affecting  the  departmental  general  ledger  accounts  was  1.130.  The 
table  on  the  following  page  shows  the  net  adjustments  processed  into  the  general  ledger. 
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Frtadpalt 


Adjuumeno  made  to  Mag  4MB 
Fund  Balance  wtt  Tkwy1 


I  wtt  certified  hard-cop)  repont 


Unearned  RcvcMBt 
Total 


Original 

CaVft 
Inventory 
Fued  Aoe» 
Other  Asks 
Accrued  LiabiltacB 
Tool 

OffKtUng  praprksvy  fcwni  ■ 

Liability  [or  [ 

Equity 

Revenue  ud  EapCSVJC 

Tool 


($2,011) 
Oil 
.$» 

S-483 


S.024 

(10.828) 
(6.M0) 
(12-319) 

(•Ml) 

ft>0224) 


J  685 

23210 

123  223 


Adjustments  baaed  on 
General  Larger  Asawya*: 


Accounts  Rcceivabte 

Equipment 

Other  Aacs 

Equity 

Program  Operating 

Total 

Audit 


analysis  performed  ol  genera!  ledger  bant  aod  cotrccuons  processed  b 


1004 
(25.767) 

33  458 
(14^11) 
_»V716_ 


$14689 
(51157) 


$0.0 


Equipment 
Other  Asses 
Equity 
Total 

1  T^adyaalsaen-aalwsdBaaaaawrm'ni  ill  ildaaotiaitalra  $103 billio.  syitema  natotace  erne. 
Tie  enot  occurred  «<»■»  ctaacipondiag  otters  ■  general  Watt  Bat  aad  equity  Seconals  were  not  ereaatd 
(or  taadiag  ia  fiscal  yean  l«9  tasoaga  IWisrk  Military  Pun— I.  Arary  accoaal.  la  adddioa.  adyaa. 
acan  wear  esrruded  far  a  syaaaaa  paaMesn  which  ocenrsed  at  ana  Arury  stsla»n  tr^tunag  a  $94  Whoa 
■diastmeal  to  the  Bcaesal  ledger  (a.  Amy's  Opexaoo.  aad  Maiaaeaaacc,  Anary,  Research.  Ovtlopcneru.  Test 
Ml  Ev.  luslioa  aad  Opessnoaa  aad  Mikaa  aaarr ,  Fasaaty  rtansieg  Accounts.  These  account  were  sdjasled  to 
the  ccnificd  reports  aad  ataaaaasnaunhaj  eta*.  •  to  principal  ruteaaeala.  Ccctective  acuoa  o  .a  process  to 
prevent  future  errors  ia  Systran  Iray  troaaoccBaasng. ^^^^^^^^^^^ 
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B.  Accounting  Standard* 

These  financial  statements  are  presented  in  accordance  with  the  accounting  and  reporting 
standards  presented  in  Office  of  Management  and  Budget  Bulletin  93-02  and  supplemented 
by  accounting  policies  of  the  Office  of  the  Secretary  of  Defense  (OSD)  and  the  Department 
of  Defense  Accounting  Manual  (7220.9-M).  DOD's  guidance  incorporates  GAO's  Title  2 
requirements;  any  deviations  from  Title  2  have  been  separately  disclosed.  To  the  extent  that 
accounting  issues  are  not  fully  covered  by  the  preceding,  the  Army  follows  guidance  pro- 
mulgated by  GAO,  the  Department  of  the  Treasury,  or  the  Federal  Accounting  Standards 
Board  (FASB),  as  appropriate. 

C  Budgets  and  Budgetary  Accounting 

The  Army  is  financed  primarily  through  annual  and  multi-year  appropriations  provided 
by  Congress.  The  following  Treasury  accounts  are  used  to  fund,  execute,  and  report  on  total 
financial  activity  for  the  Army  and  include  Secretary  of  the  Army  for  the  Civil  Works 
program  of  the  funds  provided  to  the  Corps  of  Engineers  (COE). 

1)  General  funds  contain  the  bulk  of  congressional  appropriations,  including  opera- 
tions, research  and  development,  and  investment/construction  accounts.  Mission  (operations 
and  pay)  accounts  represent  those  monies  used  to  pay  and  maintain  the  operating  forces. 
These  funds  finance  the  functional  and  administrative  support  needed  to  operate  and  main- 
tain Army  installations.  Research,  Development,  Test  &  Evaluation  (RDTE)  funds  are  used 
to  operate  and  maintain  world-wide  facilities  which  perform  ongoing  test  and  evaluation  as 
well  as  basic  and  applied  research.  Investment/construction  accounts  are  used  for  specific 
purposes  approved  by  and  reportable  to  Congress.  These  accounts  are  used  to  acquire  or 
construct  technology,  property,  and  infrastructures. 

2)  Revolving  funds  operate  under  the  direction  of  10  U.S.C.  2208.  They  are  designed 
to  provide  an  effective  means  of  financing,  budgeting,  accounting  for,  and  controlling  inven- 
tory, as  well  as  the  costs  of  providing  goods  and  services  used  to  support  both  peacetime  and 
wartime  operations.  Revolving  funds  support  the  operating  and  investment  accounts  by 
providing  a  coordinated  focus,  efficiencies  of  operations,  and  economies  of  scale.  The  Army 
operates  two  revolving  funds  (conventional  ammunition  working  capital  fund  and  COE  Civil 
Works  fund).  Revenue  recognition  varies  by  fund.  For  COE  revolving  fund  activities, 
revenue  accrues  at  the  point  the  service  is  completed  or  on  a  cost  incurred  basis.  The  ammu- 
nition fund  recognizes  revenues  at  the  point  of  delivery.  As  the  single  manager  of  conven- 
tional ammunition,  the  Army  is  responsible  for  procurement,  production,  storage,  distribu- 
tion, maintenance,  and  demilitarization  of  conventional  ammunition  for  all  services  (on  a 
reimbursable  basis).  In  FY  92,  the  ammunition  fund  recorded  an  operating  profit  of  $232.9 
million. 

The  COE  revolving  fund  is  available  for  the  acquisition  and  maintenance  of  plant  and 
equipment  and  for  the  temporary  financing  of  services  finally  chargeable  to  appropriations 
for  civil  works  functions.  It  also  may  be  used  by  the  COE  to  furnish  facilities  and  services  to 
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the  Army  for  military  functions  and  far  others.  The  fund  is  reimbursed  for  the  cost  of 
equipment,  facilities,  and  services  furnished  at  a  rate  that  includes  overhead,  depreciation, 
plant  and  equipment,  and  accrued  leave. 

Prior  to  FY  92  the  Army  also  operated  the  stock  and  industrial  revolving  funds  which 
were  transferred  to  DOD  as  part  of  the  Defense  Business  Operations  Fund  (DBOF).  The 
amounts  transferred  from  the  Army  Slock  Fund  include  assets  of  $16.9  billion  and  liabilities 
of  $1  J  billion.  The  Army  Industrial  Fund  transferred  assets  and  liabilities  totaling  $2.9 
billion  and  $342  million  respectively.  TV  DBOF  reported  $14.9  billion  in  inventories  as  of 
September  30,  1992  which  were  managed  by  Army  activities.  DBOF  inventories  included 
an  adjustment  reducing  the  balance  by  $69.8  million  due  to  changes  in  unit  prices.  Addition- 
ally, DBOF  components  had  S8.8  billion  in  intragovernmental  sales  during  FY  92 

3)  Trust  funds  are  used  to  record  the  receipt  and  outlay  of  funds  held  in  trust  by  the 
government  for  use  in  carrying  out  specific  purposes  or  programs  in  accordance  with  the 
terms  of  a  trust  agreement  or  statute.  Trust  accounts  include  monies  received  through  gifts 
and  bequests  (as  well  as  interest  earned  on  the  investments  of  some  of  these  gifts)  and  assets 
held  for  particular  purposes.  Effective  October  1, 1991,  commissary  sales  functions  were 
consolidated  under  DoD  and  transferred  to  the  new  Defense  Commissary  Agency.  As  a 
result,  FY  91  was  the  last  year  surcharge  revenues  from  the  commissary  sales  accrued  to  the 
Army  Commissary  Trust  Fund. 

A  new  trust  fund  (Foreign  National  Severance  Pay  Account)  was  established  this  year 
and  funded  by  liquidating  obligations  already  recorded  by  the  services'  operating  accounts. 
In  the  future  such  liquidations  and  transfers  to  the  trust  fund  will  occur  quarterly. 

Civil  Works  trust  funds  include  Inland  Waterways  Trust  Fund  (IWWTF),  the  Harbor 
Maintenance  Trust  Funir(HMTF)  and  Rivers  and  Harbors,  Contributed  Funds.  Revenue  for 
IWWTF  is  derived  from  taxes  imposed  on  fuel  in  vessels  engaged  in  commercial  waterway 
transportation.  It  is  used  for  one  half  of  the  construction  and  rehabilitation  costs  of  specified 
inland  waterway  projects.  HMTF  revenue  is  derived  from  a  0.125  ADVALOREM  fee 
imposed  on  commercial  cargo  loaded  and  unloaded  at  specified  U.S.  ports  open  to  public 
navigation  and  from  collection  of  charges  and  tolls  imposed  by  the  Saint  Lawrence  Seaway 
Development  Corporation. 

Funds  for  Rivers  and  Harbors,  Contributed  Funds  are  derived  from  contributions  by  non- 
federal interests  for  expenditures  on  river  and  harbor  improvements.  These  include  cash 
contributions  pursuant  to  the  terms  of  agreements  with  non-federal  interests  for  study, 
design,  construction  and  maintenance  of  authorized  federal  projects  as  well  as  other  non- 
federal contributions.  Rivers  and  Harbors,  Contributed  Funds  is  not  an  invested  trust  fund. 

4)  Special  funds  arc  comprised  of  receipt  and  expenditure  accounts  that  can  only  be 
used  in  accordance  with  specific  provisions  of  law.  The  Army  manages  several  such  funds: 
Wildlife  Conservation  Fund;  Restoration,  Rocky  Mountain  Arsenal;  and  the  DOD  Forest 
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Products  Reserve  Account  The  Corps  of  Engineers  (Civil  Works)  manages  several  special 
funds  including  Payments  to  States-Flood  Control  Act  of  1954;  Special  Recreation  Use  Fees; 
Hydraulic  Mining  in  California-Debris  Fund;  and  Maintenance  and  Operation  of  Dams  and 
Other  Improvements  of  Navigable  Waters. 

5)  Deposit  funds  generally  are  used  to  hold  assets  that  are  awaiting  legal  determina- 
tion or  for  which  the  Army  ads  as  agent  or  custodian.  These  accounts  may  also  be  used  for 
unidentified  remittances.  The  Army  expressly  requires  all  check  collections  to  pass  under 
the  immediate  control  of  one  of  these  deposit  funds  upon  receipt,  regardless  of  source,  if  the 
ultimate  recipient  is  unknown.  The  Army  maintains  24  deposit  accounts  and  COE  (Civil 
Works)  maintains  ten  deposit  accounts. 

D.  Basis  of  Accounting 

Transactions  are  recorded  on  an  accrual  accounting  basis  and  a  budgetary  basis.  Under 
the  accrual  method,  revenues  are  recognized  when  earned;  expenses  are  recognized  when  a 
liability  is  incurred,  without  regard  to  receipt  or  payment  of  cash.  Although  accounting 
policy  requires  the  installation  to  record  the  accrual  based  upon  receipt  of  the  receiving 
report,  when  the  paying  office  and  the  ordering  office  is  not  collocated  (sometimes  when 
they  are)  with  the  funded  fiscal  station,  the  receiving  report  is  quite  often  not  provided  to  the 
accounting  function.  However,  our  checks  and  balances  for  payment  mandate  evidence  of 
receipt  prior  to  the  disbursement  being  made.  Thus,  if  the  funded  station  were  clearing 
transactions  by  others  in  a  timely  manner  (within  60  days)  their  awareness  and  processing  of 
receipt  information  would  be  extremely  improved  and  the  dollar  impact  on  accounts  payable 
would  not  be  significant  enough  to  warrant  adjustment  at  the  departmental  level.  But,  no 
matter  how  much  emphasis  we  place  on  expeditious  clearance,  higher  priorities  or  back- 
logged  workload  at  the  station  level  precludes  the  undistributed  values  from  being  cleared  in 
a  timely  manner.  Therefore,  to  offset  this  deficiency  (our  knowledge  of  receipt  based  on 
uncleared  disbursements  and  a  potentially  overstated  undelivered/understated  accounts 
payable  posture)  in  field  level  accounting  operations,  an  adjustment  to  record  the  accrual 
(decrease  to  undelivered  orders  and  an  increase  to  accounts  payable)  is  system  generated 
monthly  based  upon  dollar  values  in  the  Clearance  System  and  other  defined  criteria.   These 
adjustments  involve  significant  dollars  and  are  primarily  the  result  of  disbursements  (citing 
Army  funds)  made  by  the  Defense  Finance  and  Accounting  Service  -  Columbus  Center 
(DFAS-CO)  and  the  Defense  Contract  Administrative  Services  Regions  (DCASRs).  The 
latter  are  closing  and  being  consolidated  within  DFAS-CO.  There  is  no  automated  interface 
between  the  disbursing  at  DFAS-CO  and  accounting  systems  maintained  by  the  Army 
Material  Command  although  one  is  in  development  which  will  allow  the  passing  of  accrual 
and  disbursing  data  in  a  more  time  sensitive  manner.  Without  a  departmental  accrual,  there 
would  be  an  extended  time  lag  between  contract  payments  made  by  DFAS-CO/DCASRs  and 
Army  recognition  of  the  corresponding  accruals. 

Departmental  accruals  are  also  recognized  for  those  invoices,  scheduled  for  payment 
within  30  days,  which  are  on  hand  at  month  end  at  DFAS-CO  and  the  DCASRs.  These 
adjustments  are  made  due  to  the  significant  dollar  impact  of  the  invoices  and  the  fact  that  all 
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transactions  paid  by  these  stations  citing  Army  funds  will  be  TFO/TBO  transactions. 

Expenses  are  recognized  for  appropriations  expended  for  property  and  equipment  when 
the  asset  is  consumed  in  operations  (either  upon  disposal  or  through  depreciation). 

Certain  expenses,  such  as  civilian  and  military  annual  leave  earned  but  not  taken,  are  not 
funded  when  accrued  in  appropriated  funds.  They  are  funded  in  the  period  in  which  pay- 
ment is  required.  The  unfunded  liability  is  reported  in  the  Statement  of  Financial  Position, 
and  the  offset  is  a  reduction  to  the  equity  balances. 

Budgetary  accounting  through  unique  general  ledger  accounts  facilitates  compliance  with 
legal  constraints  and  controls  over  the  use  of  federal  funds.  The  proprietary  accounts  do  not 
contain  controls  over  a  transaction  until  it  becomes  an  accounts  payable  or  receivable.  An 
undelivered  order  or  unfilled  order  is  a  contingency  recognized  by  footnotes  only. 

All  identifiable  inter/i ntra-agency  transactions  and  balances  have  been  eliminated  in  the 
Principal  Statements  through  the  use  of  dau  elements  resident  in  the  departmental  account- 
ing system.  Sufficient  detail  information  was  not  available  in  the  standard  DOD  general 
ledger  accounts  to  perform  the  eliminations. 


The  following  table  shows  the 
balances  by  account  and  fund  type. 


(in  millions)  of  eliminated  intra-agency 


Fund  Type 

AccbRec/ 

AccU  Pay 

Rev/ 
Eip 

Advances 

Dbb/ 
Coll 

General 

Revolving 

Trust 

Civil 

Cemelerial 

Total 

S876.1 
22.4 

4.6 

$1,647.2 
4.896.4 

11.7 

$42.7 
1.655.7 

$1.6472 
4.896.4 

1*.7 

$903  1 

$6.5623 

$1,698.4 

$6,5623 

E.  Revenues  and  Other  Financing  Sources 

Congress  provides  financing  sources  for  general  funds  through  annual  and  multi-year 
appropriations.  Currently,  the  congressional  budgetary  process  under  which  the  Army 
operates  does  not  distinguish  between  capital  and  operating  expenditures.  For  budgetary 
purposes,  both  arc  recognized  as  a  use  of  resources  (outlays).  For  financial  reporting  pur- 
poses (under  accrual  accounting),  operating  expenses  for  general  fund  activities  are  recog- 
nized in  the  period  incurred.  Expenditures  for  capital  and  other  long-term  assets  are  not 
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recognized  as  expenses  until  the  assets  are  consumed  in  operations  (either  through  disposal 
or  by  depreciation).  Unexpended  appropriations  are  recorded  as  equity  of  the  U.S.  Govern- 
ment. 

Annual  and  multi-year  congressional  appropriations  are,  when  authorized,  supplemented 
by  revenues  generated  by  sales  of  goods  or  services  through  a  reimbursable  order  process. 
This  process  allows  the  seller  to  increase  funds  available  by  the  cost  of  the  supplies  and/or 
services  ordered  by  the  customer.  For  financial  reporting  purposes  under  accrual  accounting, 
revenue  is  recognized  when  earned  (i.e.,  when  the  customer  receives  supplies  or  services). 
The  cost  of  goods  sold  or  services  provided  is  recognized  when  expenses  are  incurred. 
Funds  received  prior  to  delivery  of  the  goods  or  services  are  treated  as  unearned  revenue  and 
recorded  as  a  liability  of  the  Army. 

Donations  to  the  Army  are  recognized  as  a  financial  source  upon  acceptance  of  the 
donated  asset.  A  revenue  is  recorded  for  the  value  of  the  increase  to  the  asset  account. 

The  Corps  of  Engineers  has  an  estimated  $2.0  billion  of  continuing  contracts  for  which 
no  orders  have  been  placed.  This  represents  future  contract  authority. 

In  FY  92  the  Army  sold  assets  to  foreign  governments  under  the  provisions  of  the  Arms 
Export  Control  Act  of  1976.  The  Act  authorizes  DOD  to  sell  defense  articles  and  services  to 
foreign  countries,  generally  at  no  profit  or  loss  to  the  U.  S.  Government.  Customers  are 
required  to  make  payments  in  advance  to  a  Treasury  trust  fund.  The  trust  fund  is  used  to 
reimburse  DOD  for  the  cost  of  administering  and  executing  sales.  In  FY  92  the  Army 
processed  S3.949  Billion  in  gross  obligations  citing  DOD  funds  or  reimbursing  Army  funds 
under  the  Foreign  Military  Sales  Program. 

F.  Funds  with  V.  S.  Treasury  and  Cash 

Department  of  the  Army  acts  as  an  agent  for  the  Department  of  the  Treasury  for  cash  on 
hand.  Cash  in  the  accounts  of  Army  officials  is  included  in  the  financial  statements  as 
"Other  Monetary  Assets".  The  Corps  of  Engineers  (Civil)  Funds  with  Treasury  balances 
have  been  adjusted  to  agree  with  Treasury's  balances  in  accordance  with  Treasury's  policy. 

The  Army  does  not,  for  the  most  part,  maintain  cash  in  commercial  bank  accounts.  Cash 
receipts  and  disbursements  are  processed  through  U.S.  Treasury  accounts.  The  Treasury 
maintains  Army  appropriations  in  separate  accounts  for  recording  warrants,  receipts,  and 
disbursements.  During  the  fiscal  year.  Army  also  has  the  use  of  various  suspense  accounts. 
These  accounts  are  used  to  record  collections/disbursements  that  have  either  been  rejected 
during  the  edit  phase  of  the  reporting  process  or  require  additional  processing  (deposits  in 
transit  and  recertified  check  transactions)  before  final  disposition  can  be  made.  These 
accounts  are  aged  and  reviewed  on  a  regular  basis  to  ensure  suspended  transactions  clear  in  a 
timely  manner.  Cash  held  in  disbursing  officer  accounts  is  primarily  used  to  cash  checks, 
make  travel  advances  and  imprest  purchases  and  exchange  foreign  currencies.    In  addition  to 
appropriation  level  data  reported  to  Treasury,  check  issue  reporting  is  required  to  allow 
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Treasury  to  "balance"  their  books.  As  of  September  30, 1992  there  was  95,000  Treasury 
checks  totalling  $1.6  billion  that  had  been  issued  by  finance  offices  and  paid  by  financial 
institutions;  however,  the  checks  had  not  been  reported  by  the  finance  offices  to  Treasury. 
Since  all  finance  offices  have  been  convened  to  the  DoD  centralized  check  issue  reporting 
system,  the  balance  of  unreported  checks  has  declined  to  3,939  checks  for  a  total  of  $94 
million  as  of  May  31,  1993.  The  Army  anticipates  continued  improvement  in  this  area 
through  FY  1993. 

Public  Law  101-510  (31  U.S.C.  1551-1557)  established  general  requirements  for  adjust- 
ing and  closing  current  and  expired  account  balances  for  appropriations.  The  Law  (i)  can- 
celled merged/surplus  accounts  after  the  agency  requested  restoration  of  the  anticipated 
obligation  authority  required;  (ii)  established  time  limits  on  the  period  obligations  may  be 
paid  from  merged  accounts;  (iii)  expanded  the  time  limit  on  expired  accounts  from  two  to 
five  years;  (iv)  established  new  procedures  and  controls  for  liquidating  obligated  balances 
after  the  appropriations  closed;  and  (v)  eliminated  existing  merged  accounts  entirely  by  the 
end  of  FY  93. 

While  the  Law  provides  for  the  cancellation  of  merged  year  funds,  it  does  not  cancel  any 
corresponding  legal  liability,  and  it  imposes  certain  restrictions.  Controls  are  in  place  to 
ensure  that  disbursements  for  cancelled  merged  year  obligations  do  not  exceed  the  imposed 
limitations.  These  restrictions  limit  disbursements  for  cancelled  obligations  to  the  lesser  of: 
1)  1%  of  the  amount  appropriated  to  the  unexpired  account  to  be  charged;  2)  the 
unobligated/unused  amount  in  the  unexpired  account  to  be  charged;  or  3)  the  unexpended 
value  of  the  cancelled  balance  in  the  original  appropriation. 

The  table  below  illustrates  the  total  impact  of  cancelled  obligations  and  deobligated 

funds  through  FY  92. 

(Million  >  | 

Merged  Appropriation  Accounts  FY  92  FY  9 1 

Cancellations  $47  $400 

Deobligations  $192  $292 

In  the  past,  these  funds  would  have  been  available  to  cover  obligation  adjustments  next 
year.  Under  the  current  legislation  unobligated  funds  on  the  books  at  the  end  of  the  fiscal 
year  are  cancelled.  Recovery  values  (deobligations)  reported  by  Army  installations  were 
decreased  by  the  value  of  obligations  established  at  departmental  level.  The  latter  were 
established  to  ensure  disbursements  made  prior  to  September  30,  1992,  for  unliquidated 
obligations  subject  to  cancellation  at  year  end  were  applied  to  the  correct  fiscal  year.  The 
adjustment  was  made  based  upon  departmental  receipt  of  copies  of  the  disbursing  vouchers 
prior  to  October  21,  1992.  Without  this  adjustment,  the  Army  would  have  been  forced  to 
cancel  unliquidated  obligations  for  disbursements  made  prior  to  cancellation  of  funds  but 
still  in-float  (not  received  at  the  funded  station)  on  September  30,  1992.  Additionally, 
during  FY  92  Army  requested  the  restoration  of  $130  million  of  funds  to  cover  valid, 
unliquidated  obligations  mistakenly  included  in  it's  listing  of  unobligated  balances  subject  to 
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cancellation  under  the  Law.  The  obligations  were  mistakenly  identified  for  cancellation  due 
to  an  error  at  an  Army  major  command  which  occurred  while  officials  were  identifying  the 
applicable  fiscal  year  for  merged  appropriation  obligations.  The  authority  to  restore  these 
balances  has  not  been  received. 

The  Army  anticipates  that  approximately  $350  million  of  future  unexpired  funds  will  be 
required  to  cover  valid  obligations  from  closed  accounts.  This  potential  problem  may  be 
exacerbated  by  the  legislation  passed  for  FY  93.  The  legislation  requires  a  cancellation  of 
merged  year  funds  equal  to  the  value  of  any  upward  obligations  in  those  accounts  where 
Army  cannot  prove  it  cancelled  all  invalid  contracts  identified  in  the  original  audit  of  out- 
standing merged  year  contracts.  This  penalty  is  levied  in  addition  to  the  requirement  to 
process  a  recovery  prior  to  any  upward  obligation.  The  new  legal  action  also  allows  current 
year  funds  for  expired  but  not  yet  cancelled  accounts. 

The  Army  maintains  strict  controls  over  fund  distribution  through  the  fund  control 
module  of  the  Program  Budget  and  Accounting  System.  Fund  control  is  maintained  at  the 
performing  activity  level.    Reporting  and  report  certification  processes  follow  the  same  path 
as  fund  distribution,  in  reverse,  with  each  successive  level  maintaining  control  and  reviewing 
operating  results.  Statutory  and  administrative  limitations  on  fond  use  are  printed  on  system 
generated  fond  distribution  documents.  Internal  controls  are  established  within  the  installa- 
tion accounting  system  to  prevent  Ami-  Deficiency  Act  violations  from  occurring.  During 
FY  92  the  Assistant  Secretary  of  the  Army  (Financial  Management)  determined  5  violations 
occurred  for  a  total  amount  of  $3093  million.  These  violations  have  been  reported  to  the 
Defense  Finance  and  Accounting  Service  -  Headquarters  for  review  by  legal  counsel. 

G.  Foreign  Currency 

Army  disbursing  officers  maintain  small  on  hand  balances  of  foreign  currencies  when 
acting  as  an  agent  for  the  Department  of  the  Treasury  in  the  overseas  commands.  These 
foreign  currency  balances  are  reported  at  the  U.S.  Dollar  equivalent  in  a  pseudo  appropria- 
tion which  is  included  in  the  Army  financial  statements  using  the  exchange  rate  in  effect  on 
the  last  day  of  the  reporting  period.  Foreign  currency  checking  accounts  are  maintained  at  a 
zero  balance.  Sufficient  funds  are  purchased  for  the  account  to  cover  the  checks  written 
daily.  There  are  no  restrictions  on  the  use  or  conversions  of  these  currencies. 

H.   Accounts  Receivable 

Accounts  receivable  in  the  consolidated  Statement  of  Financial  Position  includes  $141.6 
million  in  military  refunds  receivable.  Although  the  Schedule  220.9  includes  values  for 
refund  receivables  resulting  from  debts  owed  the  United  States  from  separated  military 
personnel,  the  FMS  Form  2108  does  not  reflect  receivables  which  are  not  directly  related  to 
appropriation  reimbursement  processing.  Allowances  for  uncollectible  accounts  are  based 
on  an  analysis  of  collection  experience  by  fond  type. 
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I.    Loans  Receivable 

Loans  are  accounted  for  as  receivables  after  the  funds  are  disbursed.  Currently  the  Army 
has  no  outstanding  loans  receivable  against  an  appropriated  fund.  The  loan  value  reported 
on  the  Schedule  220.9  applies  to  a  loan  outstanding  since  1973,  and  the  related  appropriated 
funds  have  been  cancelled.  Current  and  future  collections  will  be  made  to  a  Treasury  Mis- 
cellaneous Receipts  account  against  which  only  current  year  actions  are  reported. 

J.  Inventories 

DOD  designates  inventory  as  the  aggregate  of  tangible  personal  property  items  catego- 
rized as  either  consumable  or  depot  level  repairable  items.  Inventory  items  are  either  1)  held 
for  sale  to  DOD  users  (or  to  other  authorized  customers,  including  US  allies)  in  the  ordi- 
nary course  of  Defense  operations,  2)  in  the  process  of  repair  or  production  for  resale,  or 
3)  to  be  currently  consumed  directly  or  indirectly  in  the  production  of  goods  or  services  for 
sale.  Inventories  are  carried  at  standard  prices  (established  by  Army  or  Defense  Logistics 
Agency)  throughout  the  year,  as  required  by  DOD  accounting  directives.  Generally,  prices 
on  inventory  held  for  resale  are  based  on  the  cost  of  the  most  recently  acquired  items  plus 
appropriate  surcharges.  The  inventory  items  reported  in  the  Financial  Statements  have  been 
revalued  through  a  departmental  adjustment  to  remove  the  surcharges.  The  Corps  of  Engi- 
neers (Civil  Works)  does  not  maintain  separate  accounts  for  inventories.  Generally,  COE 
purchases  supplies  as  needed  and  does  not  maintain  levels  of  items  material  enough  to  be 
considered  inventory.  Consequently,  the  items  are  expensed,  not  capitalized,  when  pur- 
chased. 

No  gains  or  losses  are  recognized  in  the  consolidated  Statement  of  Operations  as  a  result 
of  changes  in  standard  prices  for  general  fund  inventories.  Such  changes  are  reflected  in  the 
asset  valuations  and  related  invested  capital  as  reported  in  the  statement  of  financial  position. 

The  U.  S.  Army  Quartermaster  Center  and  School,  in  conjunction  with  the  Army  Mate- 
riel Systems  Analysis  Activity,  recently  completed  several  studies  and  analyses  on  the  repair 
parts  supply  system.  Results  indicate  potential  for  substantial  savings  in  installation  level 
inventory  investment  without  impairing  readiness  standards.   Eliminating  or  reducing  Man- 
datory Parts  Lists  and  Command  Discretionary  Lines  could  result  in  substantial  savings  and 
mobility  improvements  in  each  division  and  corps.  Provisioning  lines  can  be  repositioned  to 
a  higher  supply  source  until  demand  is  sufficient  to  authorize  forward  stockage.  Stockage 
retention  criteria  can  be  changed  to  eliminate  items  not  essential  for  combat.  Also  retention 
criteria  can  be  increased  from  three  to  six  demands  without  hurting  readiness.  All  these 
initiatives  will  be  considered  for  implementation  in  FY  93. 

The  Army  did  not  report  inventory  for  appropriated  (non-revolving)  funds  until  1991. 
Army  policy  required  expensing  all  operating  inventories  for  consumer  appropriations  at  the 
lime  of  purchase.  For  FY  92,  Army  is  reporting  on  hand  procurement  and  RDTE  funded 
items,  obtained  to  support  procurement  funded  DOD  systems,  as  Other  Assets.  Before  FY 
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91  the  Army  reported  this  hardware  as  Military  Equipment  subject  to  depreciation.  Since 
these  items  are  not  currently  in  use,  depreciation  should  not  be  applied.  Reclassifying  this 
equipment  as  Other  Assets  on  the  Balance  Sheet  allows  the  Army  to  recognize  these  (other- 
wise depreciable)  assets  without  accumulating  depreciation  until  the  items  are  put  in  use. 

Secondary  inventory  items  (spare  parts)  were  previously  sold  from  the  procurement 
accounts.  In  October  1991,  these  items  were  transferred  to  the  Defense  Business  Operations 
Fund  account  at  no  charge,  because  this  account  replaced  the  Army  Stock  Fund  as  the  re- 
volving fund  activity  responsible  for  providing  logistics  support.  Until  March  1992,  the 
Defense  Business  Operations  Fund  issued  these  items  free  of  charge  to  Army  installations. 
After  that  time,  a  value  was  assigned  to  the  items  and  both  issuances  and  refunds  were  made 
in  accordance  with  the  assigned  value.  Creditable  returns  are  treated  as  a  decrease  to  funds 
utilized  in  the  current  year,  because  the  asset  values  are  maintained  in  the  current  years  in  the 
operating  funds.  Creditable  returns  were  higher  than  expected  in  FY  92.  This  was  due  to  a 
moratorium  on  returns  for  credit  in  FY  91  being  imposed  until  the  impact  of  the  end  of 
Desert  Storm  on  the  Army  Stock  Fund  could  be  determined.  The  returns  were  made  in  FY 
91,  although  the  operating  accounts  did  not  receive  the  credits  until  FY  92. 

In  previous  years,  prepayments  to  contractors  or  progress  payments  for  inventory  items 
were  recorded  as  an  increase  to  inventory.  Beginning  in  FY  91,  all  progress  payments  were 
recorded  under  Prepaid  Assets,  in  accordance  with  revised  DOD  policy. 

Military  procurement/RDTE  (investment  accounts)  assets  are  not  recorded  as  inventory, 
but  are  recorded  as  "Equipment  and  Other  Assets."  Included  in  these  values  are: 

Work-in-Process  GFM  $     281.7  million 

Const ruction-in- Process  GFM  $  2,644.9  million 

Equipment  with  Contractors  $  5,231.0  million 

Effective  October  1,  1991.  assets,  liabilities  and  equity  of  the  Army  Stock  Fund,  Army 
Industrial  Fund  and  the  commissary  trust  fund  were  transferred  to  the  Defense  Business 
Operations  Fund.  See  Overview  for  added  information. 

K.  Investments  In  U.S.  Government  Securities 

Investments  in  U.S.  Government  securities  are  reported  at  cost,  net  of  unamortized 
premiums  or  discounts.  Premiums  or  discounts  are  amortized  into  interest  income  over  the 
term  of  the  investment.  Army's  intent  is  to  hold  investments  to  maturity,  unless  they  are 
needed  to  finance  claims.  No  provision  is  made  for  unrealized  gains  or  losses  on  these 
securities  because  most  are  held  to  maturity. 

L.  Property,  Plant  and  Equipment 

Capitalization  rules  are  applied  and  used  for  all  property,  plant,  and  equipment  in  accor- 
dance with  revised  DOD  Comptroller  guidance  (i.e..  $15,000  or  more  for  an  individual  item 
with  a  useful  life  of  two  years  or  more)  rather  than  GAO's  Title  2  criteria  (i.e.,  $5,000  or 
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more  for  an  individual  item  with  a  useful  life  of  two  years  or  more).  The  DOD  guidance  was 
revised  to  align  DOD  accounting  with  the  expensed nvestment  funding  threshold  currently 
used  by  Congress.  If  an  asset  was  capitalized  before  October  1, 1991,  within  a  DOD  appro- 
priated or  revolving  fund  activity  at  the  previous  $5,000  threshold,  and  it  was  not  fully 
depreciated  during  FY  92,  it  will  remain  on  the  Army's  books  until  fully  depreciated. 

The  Army  capitalizes  the  costs  of  additions,  improvements,  leasehold  improvements, 
rehabilitations,  alterations,  betterments,  and  replacements  that  extend  the  service  life  of  an 
asset.  The  costs  of  engineering  changes  and  other  modifications  to  existing  weapon  systems 
and  equipment  are  not  capitalized  unless  the  changes  enhance  the  item's  performance  or 
extend  the  life  of  the  item. 

All  fixed  assets,  including  land  held  in  public  domain,  are  valued  at  acquisition  cost. 
Acquisition  cost  includes  such  costs  as  purchase  price;  broker's  commissions;  title  fees;  and 
other  related  costs  of  obtaining  the  property.  When  acquisition  cost  cannot  be  determined, 
fair  market  value  at  the  time  of  acquisition  is  used.  Audits  of  FY  91  financial  statements 
have  shown  that  documentation  to  support  the  recorded  acquisition  cost  of  many  older 
properties  is  no  longer  available.  Obtaining  appraisals  for  most  of  these  properties  is  not  cost 
effective,  especially  considering  their  age  and  number.  To  resolve  this  problem,  DOD 
proposes  using  the  best  available  information  (e.g.,  recorded  property  valuations)  to  estimate 
acquisition  costs  for  financial  statement  purposes  when  the  original  acquisition  records  are 
no  longer  available.  DOD  will  ask  the  Federal  Accounting  Standards  Advisory  Board  to 
endorse  this  policy  until  such  time  as  other  applicable  accounting  standards  are  issued  by  the 
Board 

Military  equipment  (including  weapons  systems)  b  currently  valued  at  standard  cost 
which  represents  "latest  acquisition"  cost.  Generally  accepted  accounting  principles  and  the 
DOD  Accounting  Manual  require  that  it  be  valued  at  actual  historical  cost.  A  weighted 
average  concept,  using  the  service's  budgetary  records  to  identify  and  capture  costs,  is  being 
developed  (and  may  be  used)  to  revalue  more  recently  acquired  major  equipment  items  and 
weapons  systems  in  the  FY  92  Financial  Statements.  The  rationale  for  selecting  more  recent 
acquisitions  is  that  reasonably  accurate  records  of  costs  should  be  available,  and  these  would 
account  for  most  of  the  dollars  invested  in  that  equipment.  Audit  analyses  of  data  reported  in 
the  general  ledger  identified  a  duplication  of  whole-sale  level  ammunition  and  missiles 
recorded.  The  duplicate  entries  were  corrected  in  the  FY  92  Statement  of  Financial  Position. 
The  FY  91  Property,  Plant  and  Equipment  and  Other  Non-Financial  Resource  accounts  were 
also  overstated  by  approximately  S25  billion.    The  amount  reported  also  includes  an  addi- 
tional $3.9  billion  reported  for  FY  91  equipment  due  to  changes  in  standard  prices. 

The  Army  Financial  Statements  include  depreciation  for  the  Corps  of  Engineers  Civil 
Works;  the  depreciation  is  computed  on  a  straight  line  basis  in  conformance  with  DOD 
policy  and  GAO*s  Title  2. 
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Property  ownership  U  recognized  ill  the  earner  (appropriated  fund)  account.  DOD 
ncCDuratl  (excluding  the  new  Defense  Btrtinm  Operations  Fund)  are  prohibited  from  owning 
real  properly.  Consequently,  when  Army  depots  were  consolidated  under  the  Defense 

Logistics  Agency.  Army  retained  ownership  of  the  property. 

Previously,  the  Army  treated  ADP  software  development  and  acquisition  costs  as  operat- 
ing expenses.  Under  current  OSD  guidelines.  Army  stations  are  now  required  to  develop 
cumulative  capitalization  values  for  software  with  a  cost  in  excess  of  $  1 5.000  and  a  mini- 
mum remaining  life  of  2  years    Cumulative  capitalization  values  in  the  Financial  Statements 
include  current  year  software  maintenance  costs  when  they  extend  the  life  of  the  software. 
Based  on  OSD  guidance,  the  Army  (excluding  Corps  of  Engineers  Civil  Works  which 
expenses  software  costs)  incorporated  the  cost  of  these  assets  into  its  departmental  ledgers 
along  with  a  corresponding  adjustment  to  invested  capital.  As  Army  functions  are  capital- 
ized within  DOD,  these  assets  will  transfer  with  the  function.  In  FY  92.  the  medical  com- 
mand function  was  brought  under  DOD  control;  its  assets  were  transferred  from  Army  to 
DOD  operating  a 


The  Army  maintains  accountability  for  equipment  issued  to  operating  forces  in  central 
logistics  systems  which  are  subsidiary  to  the  General  Ledger.  Valuation  of  this  equipment  is 
consistent  throughout  the  system.  No  gains  or  losses  are  recognized  in  the  Statement  of 
Operations  for  revaluation  changes  and/or  the  loss  of  equipment.  However,  the  assets  and 
related  investment  accounts  do  reflect  both  pricing  and  value  changes  based  on  a  monthly 
update  to  the  General  Ledger. 

As  of  September  30,  1991,  the  Army  was  committed  to  numerous  operating  leases  and 
rental  agreements.  Generally,  these  leases  and  agreements  were  for  the  rental  of  equipment, 
space,  right  of  ways,  and  operating  facilities.  The  Army  owns  substantially  all  facilities  and 
real  property  used  in  its  domestic  operations;  its  overseas  assets  are  capitalized  in  a  manner 
similar  to  domestic  assets.  Most  of  the  Army's  leases  are  operating  rather  than  capital  leases. 
Ownership  of  the  properly  will  not  transfer  to  the  Army. 

When  the  Army  builds  on  property  or  improves  land  which  does  not  belong  to  the  U.S. 
Government,  the  value  of  the  asset  is  recorded  as  a  leasehold  improvement.  Several  Army 
locations  have  entered  into  lease  agreements  with  either  state  or  foreign  governments.  Toe 
land  is  either  provided  free  or  for  a  nominal  charge  (eg,  $1/  year).  The  agreements  are 
normally  for  extended  periods  of  time  (SO  years). 

Construclion-in-progress  is  updated  as  costs  are  incurred.  An  installation  capitalizes  the 
value  of  buildings  when  they  transfer  to  its  control.  The  value  is  based  on  construction  cost 
plus  engineering,  design,  and  inspection  costs.  Gains  or  losses  from  transfer  of  assets  or 
liabilities  between  agencies  are  not  recognized,  except  when  assets  are  transferred  to  the 
Base  Realignment  and  Closure  Account.  This  account  is  not  allowed  to  accumulate  gains  or 
losses  on  disposal.  Any  gain  or  loss  must  be  transferred  bade  to  the  onginal/losing  com- 
mand. Base  closures  from  the  1988  Base  Realignment  Commission  (BRAQ  could  result  in 
approximately  $400  to  $900  million  in  real  property  being  removed  from  the  Army's  ac- 
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counting  records  between  FYs  93  and  95.  We  have  specified  a  projected  range  because  we 
cannot  identify,  at  this  level,  the  specific  impact  of  partial  base  closures.  Another  projected 
$850  million  could  be  removed  as  a  result  of  the  1991  BRAC  decisions. 

The  U.S.  Army,  Europe  drawdown  plan  could  affect  military  equipment  accounts  in  the 
future.  Under  the  drawdown  plan,  rather  than  return  equipment  to  the  states  for  disposal, 
equipment  which  meets  the  qualifications  for  transfer  under  the  Conventional  Armed  Forces 
in  Europe  Treaty  will  be  free  issued  to  U.S.  allies.    Several  North  Atlantic  Treaty  Organiza- 
tion allies  have  accepted  excess  treaty -limited  equipment  valued  at  $229.5  million.  Other 
equipment  (tanks)  currently  located  in  Italy  (current  value  $203.5  million)  must  be  destroyed 
under  the  treaty.  Defense  Logistics  Agency  is  currently  negotiating  a  contract  for  the  de- 
struction of  the  tanks. 

M .  Prepaid  and  Deferred  Charges 

Payments  in  advance  of  the  receipt  of  goods  and  services  are  recorded  as  prepaid  charges 
(advances)  at  the  lime  of  prepayment.  They  are  recognized  as  expenditures/expenses  when 
the  related  goods  and  services  are  received. 

N.  Deferred  Revenues 

Payments  received  by  Army  from  entities  in  advance  of  the  delivery  of  goods  or  per- 
forming a  service  are  recorded  as  deferred  revenues. 

O.  Contingencies 

The  Army  is  a  party  in  various  administrative  proceedings,  legal  actions,  environmental 
suits,  and  claims  brought  by  or  against  it.  Most  are  tort  claims  resulting  from  aircraft  and 
vehicle  accidents,  medical  malpractice,  contract  disputes,  and  property  and  environmental 
damages  resulting  from  Army  activities.  These  costs  may  represent  future  liabilities  for 
Army  activities.  The  disclosures  are  being  made  in  the  footnotes  in  accordance  with  DOD 
policy. 

Legal  claims  are  adjudicated  under  two  federal  statutes,  the  Federal  Tort  Claims  Act  and 
Title  10  U.S.C.,  Chapter  163  (for  military  claims).  The  Army's  liability  for  claims  made 
under  the  Federal  Tort  Claims  Act  is  limited  to  $2,500  per  claim.  Settlements  and  awards  in 
excess  of  $2,500  are  paid  from  the  Claims,  Judgements  and  Relief  Acts  fund  maintained  by 
the  Department  of  Treasury    Under  10  U.S.C.,  Chapter  163.  the  Army  is  liable  for  payments 
of  awards  and  settlements  up  to  $100,000  resulting  from  damages  to  real  and  personal 
property  and  personal  injury  or  death  caused  by  Army  activities  within  the  United  States  and 
its  territories.  The  Array  is  liable  for  similar  awards  and  settlements  in  certain  foreign 
countries    Awards  and  settlements  in  excess  of  $100,000.  foreign  and  domestic,  are  paid 
from  the  Claims,  Judgements  and  Relief  Acts  fund.  Amounts  reported  as  contingencies  in 
the  footnotes  are  estimates  and  may  include  contingencies  reported  by  Department  of  Justice 
since  we  cannot  predict  with  complete  accuracy  which  agency  will  be  impacted  at  settlement. 
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The  Army  is  currently  involved  in  five  litigation  actions  each  involving  a  requested 
judgement  of  more  than  J 100  million.  The  table  below  discloses  the  nature  of  the  suit  and 
the  possible  associated  loss. 


Inverse  Condemnation  Suite.  FL 

Inverse  Condemnation  Claim,  CA 

Fiduciary  Duties  to  Manage  Trust  Funds,  OK 

Violations  of  the  Defense  Authorization  Act,  CA 

Contract  Performance  for  Foreign  Military  Sales  Contract,  FL 

(Thousands) 

$100,000 
SI  10,000 
$110,000 
$100,000 
$280,000 

The  Department  of  Army  was  a  party  to  626  contract  appeals  before  the  Armed  Services 
Board  of  Contract  Appeals  (ASBCA)  and  the  Engineer  Board  of  Contract  Appeals.  Total 
value  of  these  appeals  was  $559.9  million.  The  total  number  of  Army  contract  claims 
successfully  defended  in  FY  92  was  55;  these  claims  represent  $9.2  million.  The  total  dollar 
amount  of  Army  initialed  contract  claims  in  FY  92  is  $87.4  million.  The  total  dollar  value 
of  contract  litigation  against  the  Army  not  involving  claims  before  the  ASBCA  and  the 
General  Services  Board  of  Contract  Appeals  is  $992.6  million.  Such  claims  are  funded 
primarily  from  Department  appropriations  rather  than  the  Claims,  Judgements  and  Relief 
Acts  fund. 

The  total  number  of  medical  malpractice  claims  filed  against  the  Army  in  FY  92  pursu- 
ant to  the  Military  Claims  Act  is  110  ($260.1  million).  The  total  number  of  medical  mal- 
practice claims  filed  against  the  Army  in  FY  92  pursuant  to  the  Federal  Tort  Claims  Act  is 
462  ($4,705  million).  The  total  number  of  nonmedical  malpractice  tort  claims  filed  is  8.697 
($6,2273  million).  The  total  number  of  tort  claims  paid  is  7,155  ($363  million). 

The  accounts  receivable  value  excludes  estimated  third  party  claims  for  carrier  recovery, 
medical  care,  and  property  damage.  The  following  chart  was  provided  by  the  U.  S.  Army 
Claims  Service, 


Report  or  Claims  Assessed  and  Collected  ' 

($  Millions) 

Estimated  Carrier  Recovery  Assessed                    (Oct91-Sep92)                                   $23.3 
Estimated  Carrier  Recovery  Collected                  (Oct  91-Sep  92)                                 $16.4 
Estimated  Medical  Care  Assessed                         (Oct  91-Sep  92)                                $20.1 
Estimated  Medical  Care  Collected                        (Oct  91-Sep  92)                                $12.9 
Estimated  Property  Damage  Assessed                  (Oct  91-Sep  92)                                $    1.7 
Estimated  Property  Damage  Collected                 (Oct  91-Sep  92)                                $    1.6 

1  Amounts  include  collection  of  previously  tssessttj  clums    TV  reported  Ggures  src  estimates  inn  subject 
to  future  adjustment  wlucb  would  impact  future  appropriations 
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The  preliminary  cost  of  the  Army's  Environmental  Restoration  Actions  is  approximately 
$14.3  billion.  This  long  term  contingent  liability  estimate  is  considered  low,  since  new 
cleanup  projects  are  being  identified  and  technologies  are  still  being  developed.  An  addi- 
tional $7.1  billion  is  considered  possible  based  on  managers  experience  with  costs  growing 
and  the  continued  identification  of  new  requirements.  Total  costs  are  unknown  at  this  time 
because  the  Federal  Facilities  Compliance  Act  just  became  law  and  violations  of  solid  and 
hazardous  waste  requirements  are  still  being  discovered. 

Additional  long  term  contingent  liabilities  include  the  Chemical  Demilitarization  Pro- 
gram. The  Chemical  Demilitarization  Program,  which  has  a  probable  cost  estimate  of  $7.4 
billion,  is  based  on  the  1986  Defense  Authorization  Act  (PL  99-145,  as  amended  by  subse- 
quent acts).  This  Act  directed  the  DOD  to  destroy  its  complete  military  chemical  stockpile 
by  July  31,  1999.    PL  102-484  extended  the  disposal  deadline  to  December  31,  2004.  The 
Army,  as  Executive  Agent  within  DOD,  provides  policy,  direction,  and  oversight  for  both 
the  Chemical  Stockpile  Disposal  Program  and  the  Non-Stockpile  Chemical  Materiel  Pro- 
gram. Although  closely  managed,  the  program  will  likely  experience  added  cost  growth  as  it 
evolves  from  the  planning  and  developmental  phases  into  full-scale  operations.  The  program 
completion  date  is  currently  scheduled  for  April  2003. 

Contingent  liabilities  are  created  as  a  result  of  the  reductions  in  Ihe  military  and  civilian 
workforce.  Expenses  for  Severance  pay  of  U.S.  employees,  unemployment  compensation 
and  continuing  health  benefits  are  estimated  to  be  $2.2  billion  through  FY  94.  An  additional 
$47  million  is  considered  possible  through  the  same  period. 

Low  level  radioactive  waste  has  been  and  continues  to  be  generated  by  Army  activities 
worldwide.  Improper  handling  and  disposal  of  Ihe  radioactive  waste  in  the  past  has  resulted 
in  a  number  of  sites  being  listed  as  having  the  potential  of  being  contaminated  with  radioac- 
tivity. There  are  currently  98  sites  on  36  installations  confirmed  to  have  radioactive  coo- 
taminalion.  An  additional  157  siles  are  suspected,  bul  not  confirmed,  of  having  some  degree 
of  radiological  contaminalion.  The  costs  to  assess  and  cleanup  these  sites  is  difficult  for 
Army  managers  to  determine  based  on  their  limited  experience  with  costs  for  radioactive 
cleanup.  The  initial  probable  estimates  for  the  cleanup  are  $294  million  with  possible  costs 
of  $471  million. 

Contingent  liabilities  in  the  environmental  program  are  likely  to  grow  for  the  next  several 
years.  The  compliance  pillar  will  likely  experience  additional  growth  in  the  near  term  as  the 
Army  copes  with  ever  changing  and  increasingly  stringent  legal  requirements,  as  well  as 
Army  restructuring  initiatives  which  lead  to  base  realignments  and  closures.  The  compliance 
portion  of  ihe  program  can  also  expect  increased  costs  arising  from  regulatory  agencies'  new 
ability  under  Ihe  Federal  Facilities  Compliance  Act  lo  fine  federal  agencies  for  non-compli- 
ance with  the  nation's  hazardous  waste  law.  The  restoration  pillar  of  the  program  can  expect 
cost  growth  as  it  evolves  from  Ihe  planning  and  study  phase  to  the  actual  cleanup  of  contami- 
nated sites.  This  growth  could  be  exacerbated  by  the  need  lo  accelerate  the  cleanup  of 
closing  bases  so  they  may  be  relumed  to  local  communities.  The  conservation  pillar  will 
experience  pressures  from  regulatory  agencies  and  interest  groups  concerned  wilh  preserving 
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the  natural  environment  and  the  cultural  resources  contained  on  Army  lands.  Also,  Congress 
is  becoming  more  proactive  in  passing  legislation  and  directing  programs  to  protect  the 
nation's  natural  and  cultural  resources.  The  Army  can  expect  more  constraints  on  training 
due  to  the  need  to  protect  endangered  species,  wetlands,  cultural  resource  sites,  and  the  need 
to  curb  soil  erosion. 

A  significant  amount  of  the  Army's  overseas  operations  is  conducted  in  the  currency  of 
the  host  nation.  However,  the  obligation  amounts  representing  this  activity  are  in  US 
Dollars,  and  the  exchange  rate  of  the  VS.  Dollar  can  affect  the  cost  of  liquidating  these 
obligations.  The  impact  of  this  process  is  displayed  as  a  contingent  liability  against  the 
following  appropriations:  Operations  and  Maintenance,  Army,  Military  Construction; 
Family  Housing  Operations  and  Maintenance;  and  Family  Housing  Construction.  The 
current  estimate  of  this  liability  as  of  September  30,  1992,  is  $406.9  million.  The  Army 
recognizes  the  cost  of  these  transactions  during  the  period  in  which  they  occur.  Expenses  or 
revenues  are  recognized  as  the  variance  between  the  current  exchange  rate  at  the  date  of 
payment  and  a  budget  rate  established  at  the  beginning  of  the  fiscal  year. 

A  $319. 1  million  contingent  liability  exists  for  Department  of  Labor  Workers'  Compen- 
sation payments  for  current  and  former  Army  employees.  The  liability  covers  the  periods 
July  1, 1990  through  June  30,  1992.  Payment  will  be  made  from  the  FY  93  and  FY  94 
appropriations,  as  applicable. 

The  Corps  of  Engineers  (Civil)  has  an  estimated  $463  million  in  contingent  liabilities. 
These  liabilities  as  yet  have  not  been  recorded  in  the  general  ledgers.  All  information  per- 
taining to  these  contingencies  are  obtained  from  Counsel,  program  managers,  etc. 

The  Army  is  obligated  to  pay  for  undelivered  orders  (goods  and  services  which  have 
been  ordered  but  not  yet  received)  as  of  September  30,  1992.  Aggregate  undelivered  orders 
amounted  to  $3 1 .5  billion  at  fiscal  year-end.  Undelivered  orders  are  not  recorded  in  the 
Civil  Works  Revolving  Fund  but  are  provided  as  a  footnote  by  COE  accounting  offices. 
Equity  values  in  the  Financial  Statements  are  reduced  by  the  value  of  unfilled  orders  (reim- 
bursable orders  received  for  which  supplies  or  services  have  not  been  delivered  to  the  order- 
ing agency)  ($10.4  billion). 

The  Army  has  $1,541  million  in  outstanding  commitments  which  it  may  be  obligated  to 
pay.  The  commitments  represent  future  contracts  for  goods  or  services  initiated  against  an 
unexpired  account  during  FY  92  where  the  formal  obligation  document  was  not  finalized  at 
year  end. 

P.  Annual,  Sick,  and  Other  Leave 

Civilian  annual  leave  and  military  leave  are  accrued  as  earned.  The  military  pay  system 
computes  the  balance  for  military  leave  at  the  end  of  the  fiscal  year  based  on  current  pay 
rates  for  the  leave  that  is  earned  but  not  taken.  Within  the  JSS  military  pay  system,  the 
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computation  assumes  the  personnel  will  take  the  leave,  rather  than  receive  payment  for  it. 
Therefore  the  pay  rate  used  incorporates  entitlements  (e.g.,  basic  allowance  for  quarters)  that 
personnel  receiving  a  lump  sum  value  for  their  leave  on  separation  would  not  receive. 

Due  to  a  programming  error  in  the  military  pay  system,  certain  personnel  had  leave 
balances  in  excess  of  60  days  erroneously  removed  by  the  system.  These  personnel  were 
assigned  to  a  combat  zone  and  entitled  to  carry  over  leave  balances  in  excess  of  60  days. 
Although  the  leave  will  be  restored,  this  will  not  occur  until  November,  when  it  is  antici- 
pated the  program  error  will  be  corrected  and  all  September  leave  used  will  be  recorded.  As 
a  result,  the  accrued  annual  leave  figure  at  the  end  of  September  is  understated  for  the  value 
of  the  leave  removed  from  the  system.  The  program  will  be  rerun  at  the  end  of  November, 
and  if  there  is  a  significant  difference  between  the  two  reports,  the  balance  will  be  adjusted 
upward. 

The  balance  for  civilian  annual  leave  represents  the  value  of  the  unused  accrued  leave 
hours  reported  as  of  September  30,  1992,  as  computed  by  installation  civilian  pay  systems. 
A  majority  of  the  leave  liability  reflected  in  the  unfunded  liability  lines  was  incurred  in  prior 
years  and  carried  forward  to  f  e  current  statements.  This  balance  is  understated  because 
some  installations  failed  to  include  accrued  leave  values  in  their  general  ledger  submissions 
during  year  end  reporting. 

Sick  and  other  types  of  leave  are  expensed  as  taken.  No  current  liability  exists  in  the 
Army  for  sick  leave.  However,  a  future  liability  exists  in  the  pension  funds  managed  by  the 
Office  of  Personnel  Management  (OPM)  for  those  employees  under  the  Civil  Service  Retire- 
ment System  (CSRS)    Unused  sick  leave  is  credited  toward  years  of  service  when  comput- 
ing pension  benefits. 

Q.  Retirement  Pbn 

Many  of  the  Army's  civilian  employees  participate  in  the  CSRS,  to  which  the  Army 
makes  matching  contributions  equal  to  7  per  cent  of  pay.  Army  does  not  report  CSRS  assets, 
accumulated  plan  benefits,  or  unfunded  liabilities,  if  any,  applicable  to  its  employees.  OPM 
is  responsible  for  reporting  such  amounts. 

On  January  I,  1987,  the  Federal  Employees  Retirement  System  (FERS)  went  into  effect 
pursuant  to  Public  Law  99-335.  Most  employees  hired  after  December  31,  1983,  are  auto- 
matically covered  by  FERS  and  Social  Security.  Employees  hired  prior  to  January  1, 1984. 
can  elect  to  either  join  FERS  and  Social  Security  or  remain  in  CSRS.  A  primary  feature  of 
FERS  is  that  it  offers  a  savings  plan  to  employees  where  Army  automatically  contributes  one 
percent  of  pay  and  matches  any  employee  contribution  up  to  an  additional  four  percent  of 
pay  The  Army  also  contributes  the  employer's  matching  share  for  Social  Security  for  most 
employees  hired  after  December  31,  1983- 
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For  military  members.  Army  contributes  46.2%  of  base  pay  for  Active  Component 
members  and  133%  of  base  pay  for  Reserve/National  Guard  members  to  the  Military  Pay 
Retirement  Fund.  This  trust  fund  is  maintained  within  DOD.  Army  also  contributes  the 
employer's  matching  share  for  Social  Security. 

For  Foreign  Nationals,  in  accordance  with  the  Status  of  Forces  Agreements,  the  overseas 
commands  were  required  to  obligate  mission  funds  to  pay  separation/severance  pay  to 
employees  when  they  left  the  employment  of  the  U  .S  Government.  These  unliquidated 
obligations  were  maintained  in  the  funds  where  they  were  original  ly  obligated  until  FY  92 
when  they  were  liquidated  to  fund  a  new  DOD  trust  account.  The  liquidation  value  was 
determined  based  upon  a  data  call  in  March  1991  and  will  require  adjustment  through  the 
quarterly  liquidations  in  the  future. 

R.  Accounts  Payable 

Accounts  payable  for  goods  and  services  are  recognized  based  upon  receipt  of  a  receiv- 
ing report  providing  notification  of  acceptance  of  goods  or  services.  (See  Basis  of  Account- 
ing -  Note  1  B  concerning  departmental  adjustments  to  Accounts  Payable).  In  accordance 
with  Army  policy,  fiscal  stations  may  record  an  obligation,  accrual,  and  expense  simulta- 
neously when  preparing  obligation  documents  for  travel,  transportation,  or  for  documents 
with  small  amounts  (Lc,  $1,000  or  less)  under  the  assumption  that  receipt  of  goods  or 
services  will  take  place  within  30  days  of  obligation.  Centrally  managed  allotments  use  the 
cash  basis  for  accounting  to  the  extent  that  obligations  are  adjusted  based  upon  disbursement/ 
collection  activity  during  the  fiscal  year.  Obligations  are  established  monthly  based  on  a 
combination  of  the  disbursement  values  reported  by  installations  compared  to  the  budgeted 
value  developed  from  trend  analysis/projections  prepared  by  Army  budget  officers.  Cen- 
trally managed  allotments  are  used  when  it  is  not  cost  effective  or  is  cost  prohibitive  to  issue 
funds  to  all  possible  disbursing  offices,  and  there  is  an  inability  to  project  usage  of  the  funds 
at  that  level.  Some  examples  are  permanent  change  of  station  travel  for  military  personnel 
and  long  term  training  funds. 

The  Army  owes  interest  to  vendors  if  invoices  are  not  paid  on  time.  For  fiscal  year  1992, 
the  Army  paid  only  $16  million  in  interest  and  penalties  on  2.7  million  vouchers  totalling 
$15.2  billion  subject  to  the  Prompt  Payment  Act. 

Accounts  payable  are  understated  for  the  value  of  the  negative  unliquidated  obligations 
recorded  in  the  accounting  records.  A  negative  unliquidated  obligation  results  when  the 
disbursement  exceeds  the  contract  value.  Of  the  $342.7  million  reported  for  the  quarter 
ending  September  30, 1992,  $7.6  million  are  actual  overpayments  to  contractors  and  $4 
million  arc  in  litigation  resulting  from  bankruptcy  or  termination  of  contracts. 

S.  Accrued  Payroll  and  Benefits 

All  military  and  civilian  payroll  earned  but  not  paid  as  of  September  30,  1992  is  accrued 
in  the  Financial  Statements  as  non-Federal.  The  account  does  not  include  MRS.  CSRS,  or 
FERS  unfunded  liabilities  applicable  to  Army  employees  (See  Note  10).    During  FY  92,  the 
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Army  finished  implementing  the  Joint  Services  Software  System  for  Active  Component 
(JSS- AC)  Military  Pay.  There  is  a  learning  curve  involved  in  using  the  system  and  some 
payments  made  by  the  installations  were  recorded  against  an  incorrect  entitlement.  Although 
many  corrections  have  been  made  at  the  departmental  level,  all  corrections  have  not  been 
accomplished  to  date.  JSS-AC  requires  all  transactions  processed  by  the  field  offices  to 
initially  cite  the  Military  Personnel  Appropriation  (2010);  distribution  to  the  correct  account 
is  made  upon  disbursement  by  the  pay  system.  Accruals  for  military  pay  reflect  SI. 627 
billion  for  undisbursed  military  pay  and  benefits  for  the  month  of  September  1992. 


Note  2.  Fund  Balances  with  Treasury,  Cash  and  Foreign  Currency: 


A-   Fund  Balances  with  Treasury   ( Military  t 


Avollobk 

(1)  Trust  Funds 

J424 

(2)  Revolving  Funds 

466.712 

(3)  Appropriated  Funds 

39.688J13 

(4)    Other  Fund  Types 

Total 

MM35.449 

B.  Cash 

C  Fund  Balances  and  Cash 

D.  Foreign  Currency 

A.  Fund  Balances  with  Treasury  (Civil) 

(1)  Trust  Funds 

(2)  Revolving  Funds 

(3)  Appropriated  Funds 

(4)  Other  Fund  Types 
Total 

B.  Cash 

C  Fund  BoUnces  and  Cash 
D.  Foreign  Currency 


ArallobU 
1114.188 
390.398 
94X517 

J1.447.10J 

841 

11.447.944 


Tout 

5424 

466.712 

39.688J13 

t40.155.449 
97.482 

140,252,931 
17.846 


Total 

1114.188 

390J98 

MW17 

41,151 

11.488,254 

841 


19.095 
SO 


E.  Other  Information:  The  individual  accounts  have  more  detailed  information.  Re- 
stricted accounts  include  deposit  funds  which  are  not  available  for  agency  use  and 
undisbursed  balances  in  budget  clearing  accounts 
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Note  3. 


Face 

Mariert 

Pnalu         am* 

«— 1 

VaUB 

(Db««MI           Ntl 

A.  Non-markctablc  Federal  Securities 

Military 

no 

Civil                                              $181,927 

tl8S169 

J3.242       185,169 

Total                                                  5181.427 

1185.169 

S3.242    5186,032 

B.  Other  Information:  The  Civil  Works  investments  represent  the  invested  portion  of  the 
Inland  Waterways  Trust  Fund  (IWWTF).  This  portion  of  the  I WWTF  is  managed  and 
accounted  for  by  the  Department  of  the  Treasury. 


NoU4.  Inventories: 

fti M 

laorattry 

AJtovaace     Uveatory    Vataatloa 

Military 

Amu 

•arLaaaa           Net           MrtSod 

A.  Inv  Not  Held  for  Sale 

(a)  Material  and  Goods  for  Own  Use 

JW9032 

S2.5W.332      SU.  Price 

(b)  Other 

929.808 

929,808     std.  Price 

Total 

J3.524.I40 

13.524.140 

B.  Other  Information:  See  footnote  1 J  for  additional  details  on  the  valuation  method. 
Note  S.  Property,  Plant,  and  Equipment,  Net: 


Military                                    Dtend- 

.AxtjuH-       nBaSaaa> 

Net 

bUbb 

Senrk* 

Uioa             bled 

Book 

Mrtaad 

life 

Valun          Depr. 

VakM 

Classes  of  Fixed  Assets 

A.  Land 

J643.S25 

1643.525 

B    Structure,  Facilities, 

30.759.592 

30,759.592 

C   Military  Equipment 

12S.408.226 

128,408.226 

D.  ADP  Software 

28.927 

28.927 

E.    Equipment 

F.  Assets  Under  Capital  Lease 

10.8J5 

10.83S 

G.   Other 

H.   Natural  Resources 

58.327 

58.327 

1.  Construction  In  Progress 

15.433.225 

15,433.225 

Total 

1175.342.657 

J175.342.6S7 
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Civil                                                    Dvprvd- 

Acqs!-        Acrunu- 

Net 

•Uoo 

Service 

ilOoa              laUd 

Book 

Metbod 

1JI« 

Value,           Depr. 

Vata. 

Classes  of  Fixed  Assets 

A.  Land 

n;a 

N/A 

S2.751.554 

S2.751.554 

B.  Structure,  Facilities, 

SL 

>20 

29,255.703  JW  10,869 

26.744,834 

and  Leasehold  Improvements 

C  Military  Equipment 

NiA 

N/A 

D.  ADP  Software 

SL 

1-5 

83.276 

83.276 

E.  Equipment 

SL 

1-20 

1,170.540       456,907 

713,633 

F.  Assets  Under  Capital  Lease 

N/A 

N/A 

22.724 

22,724 

G.  Other  (Materials  and  Supplies) 

N/A 

N/A 

17.758 

17,758 

H.  Natural  Resources 

N/A 

N/A 

1.  Construction  in  Progress 

N/A 

N/A 

16.I72J65 

16,172,265 

Total 

149,473,820  J2.967.776 

146.506,044 

J.  Other  Information: 

Depredation  is  not  currently  being  categorized  in  the  accounting  records  as  to  amounts 
for  equipment  versus  that  of  structures,  facilities,  etc..  All  depreciation  is  being  shown 
against  structures,  facilities  and  leasehold  improvements  except  Revolving  Fund.  Currently, 
our  general  ledgers  do  not  separate  the  figures  for  land,  software  &  equipment  from  Struc- 
tures, Facilities  &  Leasehold  Improvements  (except  in  Revolving  Fund).  Footnote  informa- 
tion submitted  by  the  Districts  is  used  to  calculate  Structures,  Facilities  &  Leasehold 
Improvements. 

Note  6.  Other  Non-Financial  Resources: 

The  Other  Non-Financial  Resources  account  includes  missile  and  ammunition  assets 
originally  classified  as  inventory.    The  assets  were  reclassified  as  Other  Non-Financial 
Resources  based  on  the  Comptroller  of  the  Department  of  Defense  guidance. 


Other  Non-Flnanclal  Resources 

FY  92 

(Thousands) 

Military 

Missile  Procurement  (Military) 

$8,128,397 

Procurement  of  Ammunition  (Military) 

13.411,492 

Other  (Military) 

497.837 

Deferred  &  Undistributed  items  (Civil) 

50.191 

Total  Principal  Statement 

$22,087,917 
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Note  7.  Leases: 

A.  ENTITY  AS  LESSEE:  (Civil) 

Capital  Leases: 

Summary  of  Assets  Under  Capital  Lease: 
Land  and  Buildings 
Accumulated  Amortization 

Description  of  Lease  Arrangements: 


(Thousands) 

$24,000 

$1,276 


The  asset  capital  lease  described  is  for  the  New  Orleans  District  administrative  building 
The  lease  term  is  25  years.  The  Corps  is  obligated  to  occupy  the  premises  during  the  25  year 
period.  If  evacuation  occurs  during  this  period,  default  fees  will  be  assessed.  The  lease  also 
has  options  to  purchase  the  building  as  follows: 


Purchase  Options: 
At  the  end  of  10  full  years 
At  the  end  of  15  full  years 
At  the  end  of  20  full  years 
At  the  end  of  25  full  years 


(Thousands) 

$20,516 

$14,884 

$8,000 

$0 


The  Corps  expects  to  exercise  its  options  to  purchase  the  building  in  FY  95  if  funds  are 
available.  The  principal  portion  of  the  monthly  lease  payments  are  being  capitalized  under 
current  Plant  Replacement  Improvement  Program  authority  allocated  annually. 


Fiscal  year 

FY  93 

FY  94 

FY  95 

FY  96 

FY  97 

After  5  years 

Total  Future  Lease 

Payments 

Less:  Imputed  Interest 

Executory  Costs 

(e.g.,  taxes) 

Total  Capital 

Lease  Liability  (Unfunded) 


(ThODMods) 
$308 
354 
407 
467 
537 
20.651 
$22,724 

0 
0 

$22,724 
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Note  8.  Debt: 

The  Department  of  the  Army,  as  an  agency  of  DOD  and  the  federal  government,  inter- 
acts with  and  is  dependent  on  the  financial  activities  of  the  federal  government  as  a  whole. 
Therefore,  these  Financial  Statements  do  not  reflect  the  results  of  all  financial  decisions 
applicable  to  the  Army  which  would  otherwise  be  recorded  if  the  agency  was  a  stand-alone 
entity.  The  Army's  proportionate  share  of  public  debt  and  related  expenses  of  the  federal 
government  are  not  included  in  the  Financial  Statements.  Debt  incurred  by  the  federal 
government  and  the  related  interest  are  not  apportioned  to  federal  agencies.  Consequently, 
the  Army's  Financial  Statements  do  not  reflect  any  portion  of  the  public  debt  or  interest 
thereon,  nor  do  the  Statements  reflect  the  source  of  public  financing  (e.g.  debt  issuance,  tax 
revenues). 


Note  9.  Other  Funded  Liabilities: 

Army's  "Other  Funded  Liability,  Non-Federal"  account  includes  unearned  revenues 
(advances)  i.i  the  amount  of  $70.7  million  dollars  and  Treasury  cash  advances  to  disbursing 
officers  in  the  amount  of  $  189.S  million.  The  "Other  Funded  Liability,  Federal"  account  is 
comprised  of  deposit  fund  liabilities  in  the  amount  of  $132.8  million.  The  US  Army  Corps 
of  Engineers  is  self  insured.  Revolving  Fund  Plant  &  Equipment  casualty  losses  and  dam- 
ages are  financed  from  the  "Insurance  Reserve"  account  as  they  occur.  The  Deposit  Fund 
accounts  and  Budget  Clearing  accounts  in  most  cases  have  been  adjusted  to  agree  with 
Treasury's  balances.  The  discrepancies  will  be  researched  as  soon  as  possible  to  bring  the 
accounts  into  balance. 


Other  Funded  Liabilities 

(Thousands) 

Non-Federal 

Federal 

Total 

Military 

Unearned  Revenues 

$70,688 

$70,688 

Cash  Advances 

189,557 

189,557 

Deposit  Fund 

$132,760 

132,760 

Civil 

Insurance  Reserve 

49,550 

49450 

Deposit  Fund 

48.645 

86 

48,731 

Budget  Clearing  Accounts                  146,772 

(150,462) 

(3,690) 

Deferred  Revenue 
Total 

339.114 
$794,776 

339.114 
$826,710 

$31,934 
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Not*  10.  Pensions  and  Other  Actuarial  Liabilities: 

The  Anny's  civilian  employees  participate  in  the  Civil  Service  Retirement  System 
(CSRS)  or  Federal  Employees'  Retirement  System  (FERS);  miliury  personnel  are  covered 
by  the  Military  Retirement  System  (MRS).  Personnel  covered  by  FERS  and  MRS  are  also 
covered  by  Social  Security;  all  personnel  are  subject  to  mandatory  Medicare  contributions. 
These  Financial  Statements  do  not  reflect  MRS,  CSRS,  or  FERS  assets,  accumulated  plan 
benefits,  or  unfunded  liabilities  applicable  to  Army  employees.  OPM  is  responsible  for 
reporting  such  amounts  for  CSRS  and  FERS;  DOD  is  responsible  for  reporting  such  amounts 
tot  MRS.  In  FY  92,  the  Army  contributed  the  following  amounts  to  retirement  plans  and 
Social  Security. 


CSRS 

$2605 

million 

FERS 

245.8 

million 

MRS 

6,061.3 

million 

Social  Security 

269.5 

million 

Total 

$6,837.1 

million 

Contributions  of  164  million  were  nude  to  the  FERS  Thrift  Savings  Plan  during 
FY  92. 

Note  11.  Other  Unfunded  Liabilities: 

A.  Army's  'Other  Unfunded  Liability*  account  includes  accrued  civilian  payroll  in  the 
amount  of  $1 60.3  million  dollars.  A  liability  for  property  furnished  by  others  in  the  amount 
of  $5122  million  is  also  included.  The  property  furnished  by  others  represents  structures 
and  facilities  which  are  located  overseas  and  have  been  obtained  through  various  interna- 
tional treaties  and  agreements  negotiated  by  Department  of  State.  Army  controls  these  assets 
and  is  expected  to  return  them  to  their  source  in  reasonably  close  to  original  condition. 


B.  Other  Unfunded  Liabilities: 

Accrued  Civilian  Payroll  $160345 

Liability  for  Property  Furnished  by  Others  512,185 

Other  399 

Total  $672,929 
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Nott  12.  Fund  Balances: 

Military  Brainfag  Trail 


laaaVj 

Foads 

Funds 

A.  Tmiiifi- 

$31,301,077 

ApproprlaUoaa 

B.  IraM  Capital 

197,042,495 

C  Coesojaur.  Rest**   1 1. 196. 15 1 

$1,261 

.f  Operation. 

D.  Total                          $1,196,151 

SUM 
(Til    i     li) 

$228,343,572 

Chi                                  Rrvotreng 

Tract 

Appropriated 

Fionas 

Funds 

Funds 

A.  Unexpended 

\ppro5>risUo4U 

1.  Uaobilgated  AvalL    $36,052 

$56,295 

ll.043.7S9 

1  Undelivered  Order»  181,028 

33488 

951,171 

B.  ln.aUJC.plt.1              670,788 

42.076,958 

C  Cumulative  Results 

1,720.728 

1.34*517 

of  Operations 

D.  Tool                                $887,868 

J  1.8 10.611 

145,418,405 

E.  Other  Information: 

The  balance!  displayed  in  the  report!  for  the  trust  funds  reflect  Treanuys  balances. 
Funds  are  only  provided  by  Treasury  as  required  for  outlay  purposes.  The  general  ledgers 
reflect  obligsuooal  authority  which  is  granted  for  most  of  the  trust  funds.  All  trust  funds 
except  96X8862  (Riven  A  Harbors  Contributed  Funds)  are  invested  funds.  Sufficient  funds 
are  on  deposit  in  the  trust  funds  to  cover  obligations 


Not*  13.   Future  Funding  Requirements: 

1992 

A.  Non-Actuarial  UabUlues 

Annual  Leave  (2,464,698 

Accrued  Cl'lllan  Payroll  160X5 

Other  260 

B.  Total  $2,625,303 
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Not*  14.  Taxes 

The  Department  of  the  Army ,  as  an  agency  of  the  DoD  and  the  federal  government, 
interacts  with  and  is  dependent  on  the  financial  activities  of  the  federal  government  as  a 
whole.  Therefore,  these  Financial  Statements  do  not  reflect  the  results  of  all  financial  deci- 
sions applicable  to  the  Army  which  would  otherwise  be  recorded  if  the  agency  was  a  stand- 
alone entity.  The  Army's  proportionate  share  of  public  debt  and  related  expenses  of  the 
federal  government  are  not  included  in  the  Financial  Statements.  Debt  incurred  by  the 
federal  government  and  the  related  interest  are  not  apportioned  to  federal  agencies.  Conse- 
quently, the  Army's  Financial  Statements  do  not  reflect  any  portion  of  the  public  debt  or 
interest  thereon,  nor  do  the  Statements  reflect  the  source  of  public  financing  (e.g.  debt 
issuance,  tax  revenues). 

Note  IS.  Other  Revenues  and  Financing  Sources: 


A.  Other  Revenues  and  Financing  Sources: 

(1)  Inventory  Gains  (Military) 

(2)  Other  Gains  (Military) 

(3)  Misc.  Receipts  (Military) 

(4)  Trust  Fund  Revenues  (Civil) 

(5)  Miscellaneous  Receipts  (Civil) 

(6)  Non-Operating  Income  (Gvil) 

(7)  Donated  Revenue  (Gift  Fund) 
Total 

B.  Other  Information: 


i) 

1992 

$1,168,084 

430,082 

133,471 

(52,878) 

82,911 

33,984 

ISO 

$1,795,804 


Military  gains  were  primarily  realized  in  Army's  Conventional  Ammunition  Working 
Capital  Fund.  These  gains  resulted  from  differences  between  purchases  at  standard  price 
and  cost,  standard  price  changes  and  the  receipt  of  material  returned  without  the  issuance  of 
a  credit-  The  Civil  Trust  fund  revenue  is  provided  and  accounted  for  by  Department  of  the 
Treasury.  Miscellaneous  receipts  which  are  unavailable  for  agency  use  and  are  returned  to 
Treasury  consist  of  license,  fees,  fines,  penalties  and  general  fund  receipts.  Non-operating 
income  is  realized  from  sales  from  the  Civil  Revolving  Fund. 
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Note  16.  Program  or  Operating  Expenses: 

(Thousuxb) 

Military 

1992 

1991 

A.  Operating  Expenses  by  Object  Classification: 

(1)  Personal  Services  and  Benefits 

$36  336.129 

S41.425.269 

(2)  Travel  and  Transportation 

2J5U16 

3,989.279 

(3)  Reotal,  Communication  and  Utilities 

1,612,858 

1,699 .378 

(4)  Printing  and  Reproduction 

48.067 

S9J62 

(5)  Contractual  Services 

17,699.587 

24,843.293 

(6)  Supplies  and  Materials 

13.760.987 

8,783,282 

(7)  Equipment  not  Capitalized 

730,958 

236,370 

(8)  Grants,  Subsidies  and  Contributions 

28,396 

18.408 

(9)  Insurance  Claims  and  Indemnities 

486 

1.785 

(10)  Other 

2^82,927 

6,488,575 

(11)  Total  Expenses  by  Object  Class 

$75,451,711 

587.547,001 

B.  Operating  Expenses  by  Progra.Ti 

(1)  Revolving  Fund 

$325,596 

(2)  General  Fund 

75.125.806 

(3)  Trust  Fund 

309 

Total 

$75,451,711 

(Thousands) 

Civil 

1992 

1991 

A.  Operating  Expenses  by  Object  Classification: 

(1)  Personal  Services  and  Benefits 

S690.SS2 

Noi  Aviilitik 

(2)  Travel  and  Transportation 

40,173 

(3)  Rental,  Communication  and  Utilities 

72421 

(4)  Priming  and  Reproduction 

47.781 

(5)  Contractual  Services 

3.209.5Z7 

(6)  Supplies  and  Materials 

126.695 

(7)  Equipment  not  Capitalized 

103.506 

(8)  Grants,  Subsidies,  Contributions 

5.521 

(9)  Total  Expenses  by  Object  Class 

S4.29S.606 

B.  Operating  Expenses  by  Program  (General  Funds  Civil) 

(Thousands) 

(1)  Flood  Control  -  Mississippi  River  and  Tributaries 

$149^92 

(2)  General  Investigations  •  Studies/collection  of 

126.135 

basic  information  pertaining  to  nvers/harbors,  flood  control 

shore  protection  &.  related  projects. 

(3)  Construction,  General  -  Advance  Engineering  &  Design 

155.900 

in  relation  to  Navigation,  Beach  erosion,  flood  control,  rehabilitation 

8l  Dam  Safety,  aquatic  plant  control,  etc. 

(4)  Operations  and  Maintenance  -  for  expenses  necessary 

656.289 
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for  the  preservation  &  care  of  existing  rivers  and  harbors,  flood 

(TbottMJKb) 

control  &  related  work. 

(5)  General  Expenses  -  for  expenses  necessary  for  general 

$142,516 

administration  &  related  functions  in  the  Office  of  the  Chief  of 

Engineers  &  Division  Engineers  ic  other  specified  activities. 

(6)  Flood  Control  &  Coastal  Emergencies  -  for  expenses 

24,508 

necessary  for  emergency  flood  control,  hurricane  &.  shore 

protection  activities. 

(7)  Regulatory  Program  •  for  expenses  necessary  for 

85,698 

administration  of  laws  pertaining  to  the  regulation  of  navigabh. 

waters  including  bridges  and  wetlands. 

(8)  Consolidated  Working  Fund. 

12,564 

(9)  Acquisition  &.  Construction  of  Radio  Facilities  for 

22,011 

the  International  Communication  Agency. 

(10)  Rivers  &  Harbors  Contributed  Funds, 

45,156 

Improvements  of  Rivers/Harbors. 

(11)  Harbor  Maintenance  Trust  Fund  -  Harbor  operation 

462,229 

and  maintenance. 

(12)  Revolving  Fund. 

2,399,821 

(13)  Other 

16,187 

Total 

54,298,606 

C  Other  Information: 

Civil  Object  class  information  was  derived  from  estimates.  No  reports  by  object  class  are 

currently  available  from  COEMIS.  The  estimates  are  based  on  object 

class  estimates  for 

obligations  taken  from  the  Budget. 

Note  17.  Other  Expenses: 

A.  Other  Expenses:                                                                      flV>«Mds) 

1992 

1991 

Losses  on  Disposition  of  Assets                                           119,328 

$735 

Inventory  Losses  or  Adjustments                                       1,026,693 

2,154,638 

Other  Losses                                                                             178 

(32.126) 

Prior  Period  Adjustment 

490,336 
$2,613,603 

Total                                                                                             $1,046,199 

S 
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Note  IS.  Extraordinary  Items  and  Prior  Period  A  djustments: 

A.  Extraordinary  Items: 

B.  Prior  Period  Adjustments:  r-  ■) 


Military 

$158,051 

Contract  Authority  (Civil) 

(3.800) 

Revolving  Fund  General  Ledgers  (Civil) 

(36,748) 

Other 

(71) 

Total 

$117,432 

C  Other  Information: 

Prior  period  adjustments  for  military  were  primarily  required  because  of  out-of-service 
debts  not  reported  in  FY  91.  Contract  authority  was  erroneously  carried  as  an  asset  in  the 
FY  91  financial  statements.  As  a  result,  the  Net  Position  ending  balance  for  FY  91  was 
overstated  by  the  amount  above.  The  Civil  district  reporting  office  did  not  reflect  the  trans- 
fer of  completed  Construction  In  Progress  to  the  serviced  agency  in  their  general  ledgers  for 
FY  91.  As  a  result,  the  Net  Position  ending  balance  for  FY  91  was  overstated  by  $78  thou- 
sand. Civil  Revolving  Fund  general  ledgers  were  adjusted  by  S36.748.025  to  balance  the 
Statement  of  Operations 

Note  19.    Non-Operating  Changes:  ov««d») 

1992 

A.  Stock  Fund/Industrial  Fund  Transfer  (S18.242.746) 

B.  Procurement  Inventory  (25,207,141) 
C  Other  Military  (11.802,414) 

D.  Civil  609.020 

E.  Total  ($54,643,281) 

F.  Other  Information: 

Transactions  that  directly  affect  Army's  net  position  during  the  fiscal  year  that  were  not 
a  part  of  revenues  and  financing  sources,  expenses,  extraordinary  items  and  prior  period 
adjustments  are  included  in  this  account.  Examples  of  transactions  include  transfers -in'' 
transfers-out  from  Treasury  and  other  Federal  entities,  non-cash  donations,  corrections  of 
errors  and  other  non-operating  increases  and  decreases.    The  transfer  of  Stock  and  Industrial 
funds  to  the  Defense  Business  Operations  Fund  was  a  significant  event  which  reduced 
Army's  net  position  during  FY  92.  The  correction  of  duplicate  procurement  inventory 
reported  as  Military  Equipment  and  Other  Assets  during  FY  91  was  also  a  material  transac- 
tion which  affected  Army's  net  position.  Other  military  changes  include  corrections  of  data 
reported  in  the  general  ledger  based  on  internal  analyses  performed  and  recommended  audit 


P|<e  67  GAO/AJMD  93  1  Army**  1992  Financial  Statements 


148 


Principal  Statement* 


adjustments  processed.  Inconsistencies  in  appropriations  reported  in  FY  91  and  FY  92  (i.e. 
Military  Assistance  Program)  also  affected  this  account.  In  several  civil  accounts,  revenues 
and  expenses  as  well  as  purchases  of  Property  Plant  and  Equipment  were  adjusted  to  bring 
the  general  ledgers  into  balance. 

Note  20.  Other  Disclosures: 

A.  Statement  of  Cash  Flows  (Direct  Method) 

The  statement's  military  results  were  prepared  using  data  from  the  departmental  budget 
execution  system,  because  the  general  ledger  is  not  designed  to  provide  the  level  of  detail 
data  required  to  produce  the  statement.  Financing  sources  include  appropriations  and  trans- 
fers. Funds  received  in  the  amount  of  $5.3  billion  from  the  Defense  Cooperation  Account 
for  Desert  Storm  were  classified  as  a  transfer  in  the  statement.  The  assumptions  below  were 
required  to  prepare  the  statement  for  both  military  and  civil  results. 

•  Operating  Cash  Provided 

•  Sales  of  Goods  and  services  are  equal  to  the  amount  of  reimbursements  collected  for 
the  fiscal  year. 

•  Operating  Cosh  Used 

-  Amounts  are  distributed  based  on  disbursements  reported  by  object  class. 

-  Cost  of  Goods  Sold  is  assumed  to  equal  sales. 

•  Object  Cass  disbursements  not  defined  on  the  statement  are  classified  as  Other 
Operating  Cash  Used. 

-  Investing  Activities 

-  Purchase  of  Property  Plant  and  Equipment  is  based  on  disbursements  which  may  or 
may  not  relate  to  capitalized  assets  ($15,000  criteria). 

-  Sale  and  Purchase  of  Securities  agree  with  the  1176  supporting  schedule  for  the 
Army  Gift  Fund. 
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PREPARED  STATEMENT  OF  JACKIE  R.  CRAWFORD 

Mr.  Chairman  and  Members  of  the  Committee: 

I  am  pleased  to  have  this  opportunity  to  report  on  Air  Force  Audit  Agency  work 
under  the  Chief  Financial  Officers  (CFO)  Act.  We  are  keenly  aware  of  the  signifi- 
cant role  this  committee  played  in  the  passage  of  the  Chief  Financial  Officers  Act 
of  1990  and  we  appreciate  your  strong  interest  in  improving  federal  financial  man- 
agement. The  Air  Force  is  committed  to  full  compliance  with  the  CFO  Act,  and  the 
members  of  the  Air  Force  Audit  Agency  are  working  very  hard  to  carry  out  the 
audit  requirements  specified  in  the  Act. 

CFO  Act  Requirements 

As  you  are  aware,  the  CFO  Act  requires  preparation  of  financial  statements  and 
audits  of  these  statements  for  trust  funds,  revolving  funds,  and  substantial  commer- 
cial activities.  The  Act  also  requires  organization-wide  financial  statements  and  au- 
dits for  certain  designated  pilot  organizations.  For  FY  1992,  the  Air  Force  was  se- 
lected as  a  pilot  organization.  According  to  the  CFO  Act,  the  Secretary  of  the  Air 
Force  was  required  to  prepare  FY  1992  financial  statements  by  31  March  1993.  Au- 
dits were  required  for  these  statements,  and  the  opinion  reports  were  due  not  later 
than  30  June  1993. 

The  Act  required  audits  by  the  Inspector  General  of  the  Agency,  the  Comptroller 
General  or  by  an  independent  external  auditor  as  determined  by  the  Inspector  Gen- 
eral. Implementing  the  audit  requirements  of  the  Act  proved  to  be  a  challenging  un- 
dertaking within  the  Department  of  Defense  because  of  the  number  of  funds  to  be 
audited,  their  size  and  complexity.  Accordingly,  the  DoD  Inspector  General  (DoD  IG) 
concluded  that  the  best  way  to  satisfy  the  audit  responsibility  was  to  use  the  re- 
sources of  the  four  DoD  internal  audit  organizations  (the  Army  Audit  Agency,  the 
Naval  Audit  Service,  the  Air  Force  Audit  Agency  and  the  DoD  Assistant  Inspector 
General  for  Auditing).  The  Assistant  Inspector  General  for  Auditing  was  assigned 
responsibility  for  audits  of  Defense  Agencies  and  organizations,  and  the  Service 
audit  organizations  were  assigned  responsibility  for  the  audits  of  Military  Depart- 
ment records.  Integrated  audit  planning  was  initiated  and  the  DoD  IG  chaired  fre- 
quent coordination  meetings  throughout  the  audits. 

Air  Force  Implementation  of  the  CFO  Act 

I  have  been  very  pleased  with  the  commitment  and  support  of  Air  Force  leader- 
ship in  providing  the  staffing,  funding,  and  access  we  needed  for  the  CFO  audits. 
During  this  period  of  downsizing  and  declining  resources,  the  Air  Force  still  pro- 
vided $3  million  and  105  manpower  spaces  to  accomplish  CFO  audit  work  in  FY 
1992.  In  FY  1993,  the  Air  Force  increased  these  resources  to  a  total  of  141  positions 
and  $7  million.  As  I  will  discuss  later,  we  invested  significantly  more  than  the  allot- 
ted resources  in  our  CFO  work.  However,  without  this  strong  support  from  the  Air 
Force,  we  would  have  had  to  eliminate  a  very  substantial  portion  of  our  normal  in- 
ternal audit  program  in  order  to  satisfy  CFO  audit  requirements. 

During  our  audits,  we  received  support  from  the  DoD  IG  and  the  General  Ac- 
counting Office  (GAO).  The  DoD  IG  has  worked  very  closely  with  us  throughout  the 
audit.  Because  the  Defense  Finance  and  Accounting  Service  (DFAS)  assumed  re- 
sponsibility for  providing  accounting  support  to  the  Air  Force,  we  worked  with  the 
DoD  IG  in  developing  an  integrated  approach  that  assured  coverage  of  all  pertinent 
accounting  records.  The  DoD  IG  also  provided  leadership  and  oversight  for  the  en- 
tire CFO  audit  within  the  DoD.  Additionally,  the  GAO  assisted  us  through  over- 
sight, consulting  services,  and  by  conducting  CFO  audit  training  for  over  200  Air 
Force  audit  personnel. 

Implementing  the  CFO  audit  process  in  conjunction  with  the  rapidly  changing  fi- 
nancial management  environment  was  a  tremendous  challenge.  The  implementation 
of  the  Defense  Business  Operations  Fund  (DBOF),  consolidation  of  systems  develop- 
ment under  the  Corporate  Information  Management  (CIM)  initiative,  changes  in 
prescribed  form  and  content  for  financial  statements,  and  the  capitalization  of  the 
Air  Force  accounting  and  finance  activities  into  DFAS,  are  examples  of  major 
changes  that  recently  occurred  in  the  financial  management  area.  These  changes 
have  significantly  impacted  the  ways  the  Air  Force  had  planned  to  improve  financial 
systems.  For  example,  before  these  changes  occurred  the  Air  Force  had  a  program 
under  way  known  as  the  Base  Level  Accounting  and  Reporting  System  (BLARS) 
which  was  intended  to  provide  a  much  needed  transaction-driven  general  ledger. 
However,  this  program  was  terminated  because  of  the  accounting  and  finance  con- 
solidation and  the  CIM  initiative.  As  a  result,  we  are  seeing  delays  in  desired  im- 
provements in  the  systems  supporting  Air  Force  financial  processes;  however,  over 
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the  longer  run  even  greater  benefits  are  expected  from  DoD's  current  plan  to  stand- 
ardize financial  systems  across  the  Department. 

The  Acting  Secretary  of  the  Air  Force  has  testified  previously  before  this  commit- 
tee that  historically,  a  primary  objective  of  existing  accounting  systems  has  been  to 
ensure  obligations  did  not  exceed  appropriations,  and  outlays  were  only  expended 
for  authorized  programs.  Consequently,  existing  accounting  systems  are  not  particu- 
larly suited  to  providing  the  accounting  information  that  meets  Comptroller  General 
standards  for  auditable  financial  statements.  Further,  preparation  and  use  of  au- 
dited financial  statements  within  the  government  is  a  relatively  new  concept  which 
will  require  time,  resources,  and  patience  to  effectively  implement. 

CFO  Audits 

To  meet  our  CFO  audit  work  responsibilities,  we  accomplished  30  separate  audit 
projects  to  provide  audit  coverage  of  the  Fiscal  Year  1992  Air  Force  financial  state- 
ments. Eighteen  of  the  audits  addressed  the  Air  Force  Consolidated  Financial  State- 
ments, ten  audits  related  to  the  DBOF  and  two  audits  reviewed  the  Air  Force  imple- 
mentation and  compliance  with  the  Federal  Manager's  Financial  Integrity  Act. 

This  audit  work  resulted  in  seven  opinion  reports:  an  overall  opinion  related  to 
the  Air  Force  Consolidated  Financial  Statements,  an  overall  opinion  on  the  DBOF 
and  five  separate  opinions  on  the  following  areas  of  the  DBOF:  (1)  supply,  (2)  trans- 
portation, (3)  depot  maintenance,  (4)  distribution  depot,  and  (5)  base  support  (laun- 
dry and  dry  cleaning).  These  seven  opinion  reports  were  published  by  June  30,  1993 
as  required  by  the  CFO  Act. 

In  addition  to  the  opinion  reports,  we  are  issuing  supporting  reports  for  the  re- 
maining 23  projects  (33  separate  reports)  addressing  the  adequacy  of  internal  con- 
trols, compliance  with  laws  and  regulations  and  other  conditions  requiring  manage- 
ment attention. 

The  FY92  CFO  audits  were  the  largest  audit  undertaking  in  our  history  and 
consumed  over  194  staff  years  (30  percent  of  our  direct  audit  resources).  Our  sup- 
porting audit  reports  contain  140  recommendations  to  Air  Force  and  DFAS  manage- 
ment for  improvements  in  financial  operations  and  reporting. 

We  conducted  our  audits  in  accordance  with  generally  accepted  government  audit- 
ing standards  and  the  provisions  of  the  Office  of  Management  and  Budget  (OMB) 
Bulletin  No.  93-06,  Audit  Requirements  for  Federal  Financial  Statements,  January 
8,  1993.  Based  on  these  standards  and  audit  requirements,  we  concluded  that  we 
could  not  express  an  opinion  on  the  fairness  of  the  amounts  shown  in  the  Air  Force 
Consolidatea  Financial  Statements,  overall  financial  statements  for  the  Air  Force 
elements  of  the  DBOF  or  the  financial  statements  for  the  individual  business  areas 
of  the  DBOF.  Specifically,  we  disclaimed  opinions  because  existing  systems  and  ac- 
counting records  did  not  permit  us  to  complete  all  the  audit  tests  needed  to  verify 
the  reliability  of  material  account  balances.  As  noted  earlier,  existing  financial  sys- 
tems were  not  designed  to  support  auditable  commercial-style  financial  statements. 
In  addition  to  our  overall  concern  with  the  reliability  of  accounting  systems,  we 
identified  a  number  of  data  accuracy  and  reporting  problems. 

Air  Force  Consolidated  Financial  Statements.  Because  of  the  previously  referenced 
accounting  system  deficiencies,  we  disclaimed  an  opinion  on  the  Air  Force  Consoli- 
dated Financial  Statements  which  accounted  for  over  $300  billion  in  resources.  The 
following  are  examples  of  other  problems  we  found: 

— Reported  balances  of  disbursement  and  collection  accounts  were  questionable 
because  adjustments  to  these  accounts  were  not  supported  by  detailed  account- 
ing records. 

— Vehicle  and  aircraft  engine  balances  were  overstated  because  of  inadvertent 
double  counting. 

— The  asset  balance  for  the  Aircraft,  Missile,  and  Engine  account  was  not  based 
on  acquisition  cost  as  required. 

Defense  Business  Operations  Fund.  In  addition  to  the  Consolidated  Financial 
Statements,  we  also  could  not  satisfy  ourselves  as  to  the  fairness  of  the  account  bal- 
ances for  the  DBOF  statements.  For  example: 

In  the  $41  billion  supply  area,  the  Standard  Base  Supply  System  and  Standard 
Materiel  Accounting  System  did  not  provide  accurate  or  auditable  financial  data. 
Also,  the  Air  Force  was  required  to  capitalize  reparable  assets  into  the  DBOF  before 
data  systems  were  established  to  handle  these  transactions.  Accordingly,  the  finan- 
cial statements  did  not  contain  accurate  sales  amounts  because  reparable  asset 
transactions  were  reported  based  on  estimated  instead  of  actual  sales  amounts. 

The  financial  statements  for  the  $3  billion  depot  maintenance  service  activities 
were  significantly  impacted  by  the  absence  of  a  fully  integrated  double  entry  ac- 
counting system.  As  a  result,  supportable  data  were  not  available  for  accounts  pay- 
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able  entries  for  purchased  assets,  supplies  or  expense  items.  Also,  the  depots  were 
not  properly  matching  revenues  and  expenses  and  were  not  consistent  in  the  meth- 
od of  revenue  recognition  between  contract  and  in-house  maintenance  activities.  To 
illustrate,  for  in-house  work  the  depots  accrued  expenses  monthly,  but  recognized 
revenue  only  at  job  completion. 

For  the  $800  million  transportation  area,  systems  or  procedures  were  not  in  place 
to  accurately  capitalize  property,  plant,  and  equipment.  Therefore,  personnel  used 
estimated  rather  than  actual  costs  for  asset  values  and  related  depreciation.  The 
Airlift  Service  Industrial  Fund  Integrated  Computer  System  did  not  produce  a  sub- 
sidiary ledger  in  sufficient  detail  to  allow  tracing  of  channel  revenues  (fees  for  airlift 
movement  of  passengers,  cargo,  and  mail)  posted  in  the  general  ledger  back  to  the 
original  supporting  documentation.  Finally,  the  military  personnel  reimbursement 
expense  for  the  transportation  area  was  based  on  budgeted  costs  rather  than  the 
actual  cost  of  military  personnel  assigned. 

Conclusions 

The  conditions  I  just  described  were  not  entirely  unexpected  because  of  problems 
identified  in  previous  GAO  audits  of  Air  Force  financial  statements.  In  response  to 
prior  GAO  audits  and  during  the  course  of  our  audit,  the  Air  Force  initiated  actions 
to  address  many  of  the  accuracy  and  reporting  problems  highlighted  through  these 
audits.  To  illustrate,  during  our  General  Fund  audits  we  identified  approximately 
$40.7  billion  of  adjustments  needed  to  improve  the  accuracy  and  presentation  of  the 
Air  Force's  Consolidated  Financial  Statements.  The  DFAS-Denver  Center  and  the 
Air  Force  made  about  $30.7  billion  of  these  adjustments.  The  remaining  adjust- 
ments of  $10  billion  relating  to  receivables;  inventory  not  held  for  sale;  and  prop- 
erty, plant,  and  equipment  were  not  made  because  of  the  long  lead  time  required 
to  publish  the  financial  statements. 

DoD  has  ongoing,  longer  range  programs  to  improve  accounting  systems.  Once 
these  systems  are  in  place  and  the  problems  we  are  reporting  are  corrected,  the  Air 
Force  should  be  capable  of  achieving  more  effective  financial  control  over  its  assets, 
as  well  as  producing  more  reliable  financial  statements.  We  plan  to  continue  provid- 
ing audit  assistance  as  the  DoD  and  Air  Force  implement  improved  financial  sys- 
tems. However,  establishing  effective  systems  will  require  considerable  time  and 
costs;  so  we  expect  it  will  be  several  years  before  we  can  issue  an  unqualified  audit 
opinion  for  the  Air  Force  financial  statements. 


PREPARED  STATEMENT  OF  ROBERT  J.  LIEBERMAN 

Mr.  Chairman  and  Members  of  the  Committee: 

Thank  you  for  the  invitation  to  be  here  this  morning  to  discuss  recent  financial 
audit  results.  We  have  directed  a  significant  portion  of  our  audit  effort  over  the  past 
couple  years  to  audits  of  DOD  financial  statements  and  operations.  We  appreciate 
the  opportunity  to  bring  the  results  of  that  work  before  you.  I  am  accompanied 
today  by  Ms.  Nancy  L.  Hendricks,  who  heads  my  Financial  Management  Direc- 
torate, and  Mr.  F.  Jay  Lane,  who  supervised  several  of  the  audits  mentioned  in  my 
statement,  including  the  work  on  the  Defense  Business  Operations  Fund  (DBOF) 
statements  for  FY  1992. 

Audit  of  the  Defense  Business  Operations  Fund  Financial  Statements 

Mr.  Chairman,  your  invitation  letter  specifically  requested  us  to  address  our  audit 
of  the  DBOF  financial  statements  for  FY  1992  and  I  will  start  with  that  topic. 

The  audit  was  required  by  the  Chief  Financial  Officers  Act  of  1990,  which  man- 
dated annual  audits  of  the  financial  statements  of  all  revolving  funds  like  the 
DBOF.  The  overall  objective  was  to  determine  whether  the  FY  1992  financial  state- 
ments fairly  presented  the  financial  position  and  results  of  operations,  in  accordance 
with  generally  accepted  accounting  principles  for  Federal  entities.  Additional  objec- 
tives included  determining  whether  the  internal  controls  were  adequate  and  wheth- 
er management  was  complying  with  applicable  laws  and  regulations.  We  also  ad- 
dressed the  usefulness  and  reliability  of  financial  information  reported  to  the  Office 
of  Management  and  Budget,  the  Department  of  the  Treasury,  and  DBOF  manage- 
ment. 

The  DBOF  assets,  as  you  know,  are  equivalent  in  size  to  those  of  the  fourth  larg- 
est corporation  in  the  United  States.  Revenue  and  expenses  reported  during  FY 
1992  were  $118.8  billion  and  $118.7  billion  respectively.  The  DBOF  is  comprised  of 
33  business  areas,  which  are  managed  by  the  military  departments  and  defense 
agencies.  There  is  no  overall  DBOF  manager  responsible  for  all  DBOF  functions, 
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which  are  quite  disparate  in  nature  because  of  the  complex  and  numerous  support 
requirements  for  the  military  forces.  However,  the  Comptroller  of  the  Department 
of  Defense  provides  centralized  policy,  direction,  and  cash  management. 

As  you  might  expect,  the  audit  was,  by  necessity,  a  monumental  effort  that  uti- 
lized auditors  from  my  office  and  the  Army,  Navy  and  Air  Force  internal  audit  orga- 
nizations. Approximately  570  staff  members  worked  on  the  audit,  visiting  283  loca- 
tions. Overall,  the  audit  required  318  audit  work  years  of  effort  at  a  cost  of  approxi- 
mately $16.4  million,  making  it  a  very  costly  undertaking. 

Results  of  Audit.  Our  audit  report  was  formally  issued  yesterday  (June  30, 
1993),  and  I  brought  copies  with  me  today.  The  audit  report  contains  three  key 
parts:  the  independent  auditor's  opinion  on  the  financial  statements,  a  section  ad- 
dressing the  adequacy  of  internal  controls,  and  a  part  on  compliance  with  laws  and 
regulations.  Overall  we  reported  that  the  DBOF  financial  statements  were  inac- 
curate, unreliable  and  incomplete.  In  short,  management  has  significant  hurdles  to 
cross  before  the  DBOF  financial  statements  are  meaningful. 

OPINION.  We  were  unable  to  express  an  opinion  on  the  DBOF  financial  statements 
because  the  financial  statements  presented  to  us  were  incomplete  and  the  audit 
trails  were  not  adequate  to  perform  tests  of  transactions.  In  addition,  the  significant 
deficiencies  in  the  internal  control  structure  and  noncompliance  with  required  laws 
and  regulations  added  to  our  inability  to  express  an  opinion.  Finally,  management 
itself  would  not  attest  to  the  validity  of  all  the  financial  statements  by  providing 
us  management  and  legal  representation  letters  for  the  DBOF  financial  statements. 
We  are  required  by  auditing  standards  to  obtain  such  assurances  in  order  to  express 
our  opinion. 

Internal  Controls.  Establishing  and  maintaining  an  internal  control  structure 
is  management's  responsibility.  The  control  structure  should  provide  reasonable  as- 
surance that  specific  entity  objectives  will  be  met.  The  auditor's  responsibility  is  to 
determine  if  the  established  policies  and  procedures  are  adequate  to  assure  the  va- 
lidity of  the  assertions  made  in  the  financial  statements.  We  determined  the  DBOF 
internal  control  structure  was  inadequate,  resulting  in  misstatements  on  the  finan- 
cial statements. 

A  primary  cause  of  the  misstatements  on  the  financial  statements  was  that,  cur- 
rently, the  DOD  frequently  does  not  adhere  to  acceptable  accounting  principles. 
There  was  also  a  general  lack  of  consistency  between  the  information  in  the  finan- 
cial accounting  systems  and  the  various  reports  provided  to  the  OMB,  the  Treasury, 
and  DBOF  management.  Specific  problems  included: 

Inadequate  Controls  Over  Cash.  We  were  not  able  to  verify  the  accuracy  of 
net  disbursements  totaling  $3.1  billion  because  of  inadequate  audit  trails  and  defi- 
cient automated  systems.  In  addition,  there  was  a  $649  million  variance  between 
what  the  DBOF  reported  to  the  OMB  ($3.1  billion)  and  what  was  presented  as  net 
disbursements  on  trie  combining  financial  statements  ($2.5  billion).  We  also  discov- 
ered that  disbursements  and  collections  were  not  properly  reported  to  the  Treasury. 
For  example,  if  the  Defense  Finance  and  Accounting  Service  (DFAS)-Denver  Center 
could  not  link  a  transaction  to  a  specific  DBOF  business  area,  the  transaction  was 
reported  to  the  Treasury  in  an  Air  Force  suspense  account  that  commingled  DBOF 
and  non-DBOF  items.  The  reported  balance  in  the  overall  Air  Force  suspense  ac- 
count for  FY  1992  was  $6,508  billion  in  collections  and  $6,494  billion  in  disburse- 
ments. We  could  not  determine  the  extent  of  the  DBOF  transactions  in  the  suspense 
account. 

Transactions  for  and  by  Others  Not  Recorded  in  a  Timely  Manner.  We 
found  that  cash  transactions  recorded  by  the  DFAS  centers  were  different  than  cash 
transactions  recorded  at  the  business  area  level.  This  problem  is  due  to  the  DFAS 
centers  reporting  a  transaction  as  it  occurs  and  the  DBOF  business  areas  reporting 
a  transaction  when  it  is  accepted.  The  differences  in  timing  result  in  accounts  re- 
ceivable being  overstated  and  accounts  payable  being  understated  at  the  business 
area.  We  were  unable  to  determine  the  overall  significance  of  this  problem;  however, 
the  Defense  Fuel  Supply  Center  Division  of  the  Defense  Supply  Management  busi- 
ness area  did  not  have  adequate  subsidiary  records  to  support  at  least  $848.8  mil- 
lion of  undistributed  cash  disbursements  and  collections. 

MlSREPORTING  OF  INTRAFUND  TRANSACTIONS.  Misstatements  occurred  on  the  fi- 
nancial statements  due  to  the  lack  of  policies  and  procedures  necessary  to  identify 
or  eliminate  intrafund  transactions.  Intrafund  transactions  are  transactions  where 
the  DBOF  is  both  the  buyer  and  the  seller.  If  those  transactions  are  not  eliminated 
on  consolidated  financial  statements,  the  associated  line  items  will  be  distorted.  For 
example,  it  would  appear  that  revenues  were  earned  and  expenses  were  incurred 
when  the  transactions  were  simply  transfers  within  the  DBOF.  The  DOD  Comptrol- 
ler estimated  $17.7  billion  in  intrafund  transactions  for  the  DBOF  during  FY  1992.  |ik] 
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Accounts  Receivable  Not  Confirmed  and  Revenue  Not  Recognized.  The  ac- 
counts receivable  and  revenue  balances  were  misstated  on  the  Air  Force  consoli- 
dated financial  statements.  The  misstatements  were  caused  by  inaccurate  journal 
entries  of  at  least  $221  million  of  accounts  receivable  at  the  Air  Force  Depot  Mainte- 
nance business  area.  The  DBOF  revenue  was  misstated  due  to  $274  million  in  reve- 
nue not  recognized  by  the  Air  Force  Depot  Maintenance  business  area  and  $9.6  mil- 
lion in  revenue  earned  but  not  billed  by  the  Air  Force  Transportation  business  area. 

Liabilities  Not  Properly  Accounted  For.  The  DBOF  liabilities  were  misstated 
by  at  least  $221.4  million  on  the  DBOF  Navy  consolidated  financial  statements  be- 
cause accruals  were  recorded  in  the  wrong  year,  were  not  liquidated  adequately,  and 
were  written  off  improperly.  The  DBOF  Air  Force  consolidated  financial  statements 
were  misstated,  but  by  a  much  smaller  amount — $5.4  million.  In  that  case,  trans- 
actions were  simply  reported  in  the  wrong  accounting  period. 

Lack  of  Supporting  Documentation.  There  was  an  overall  lack  of  supporting 
documentation.  Subsidiary  records  were  not  available  to  support  adjustments  of 
$2.74  billion  on  the  Defense  Fuel  Supply  center's  Statement  of  Cash  Flows  and  $1.1 
billion  on  the  center's  Statement  of  Budget  and  Actual  E.  Adjustments  that  were 
not  adequately  supported  also  appeared  on  the  financial  statements  for  both  the 
Army  Transportation  and  Air  Force  Depot  Maintenance  business  areas,  as  well  as 
on  the  DBOF  Navy  consolidating  financial  statements.  Those  adjustments  totaled 
at  least  $645.8  million. 

Capital  Asset  and  Inventory  Not  Valued  Correctly  and  Existence  Uncer- 
tain. Other  misstatements  on  the  financial  statements  occurred  on  the  capital  as- 
sets and  inventory  accounts  because  valuation  methods  were  not  consistently  ap- 
plied throughout  the  DBOF  business  area.  For  example,  the  Defense  Finance  and 
Accounting  Service  (DFAS)  business  area  understated  property,  plant  and  equip- 
ment by  $13.3  million.  At  least  $570.2  million  of  the  inventory  on  the  DFAS  finan- 
cial statements  was  subject  to  errors  due  to  inaccurate  costing  methods,  poor  record 
keeping,  incomplete  physical  inventories,  excluded  in-transit  items,  and  a  lack  of 
reconciliation  between  the  physical  inventory  results  and  the  value  of  those  items 
reported  on  the  financial  records.  Also,  the  Army  Depot  Maintenance  business  area 
did  not  properly  capitalize  $87.2  million  in  assets.  Assets  and  liabilities  of  $70.0  mil- 
lion and  $4.0  million,  respectively,  had  also  been  included  on  the  Army  Depot  Main- 
tenance business  area's  financial  statements,  even  though  the  depots  were  no  longer 
Army  depots.  Finally,  the  Navy's  consolidated  statement  of  financial  position  under- 
stated assets  by  $177.5  million  because  the  assets  were  capitalized  in  error  or  at 
the  wrong  amounts. 

Lack  of  Reconciliation.  We  determined  that  financial  data  were  not  reconciled 
to  assure  consistent  reporting  of  the  same  information  throughout  the  DBOF,  even 
within  the  same  DFAS  center.  For  example,  no  procedures  were  in  place  to  assure 
data  from  the  financial  systems  agreed  with  data  from  the  budgetary  systems.  Also, 
each  reporting  section  within  a  DFAS  center  assimilated  and  adjusted  the  DBOF 
data  based  on  current  knowledge  and  did  not  consider  or  update  changes  to  that 
data  that  may  have  been  made  Dy  others.  This  type  of  problem  is  difficult  to  quan- 
tify, but  until  proper  reconciliations  and  information  updates  occur  throughout  the 
DBOF  there  will  be  no  truly  comparable  data. 

Unreliable  Weekly  Flash  Cash  Reports.  The  Weekly  Flash  Cash  Reports  were 

unreliable  due  to  unsound  estimates  and  the  lack  of  comparability  to  other  reported 

cash  information.  The  purpose  of  those  reports  was  to  provide  timely  feedback  to 

i  the  DOD  Comptroller  in  order  to  assess  cash  requirements  and  operate  the  DBOF 

[efficiently.  We  determined  that  at  least  $135.0  million  in  disbursements  and  $318.0 

i  million  in  collections  of  adjustments  were  made  on  the  reports  during  the  first  36 

weeks  of  FY  1992.  Any  corrections  to  the  initial  Weekly  Flash  Cash  Reports  are 

I  made  on  subsequent  reports  rather  than  issuing  revised  reports.  This  procedure  re- 

i  suits  in  erroneous  information  on  the  initial  and  subsequent  reports.  Also,  there  is 

I  no  way  to  compare  the  Weekly  Flash  Cash  Reports  to  actual  information.  Meaning- 

jful  trend  analysis  has  been  impossible.  We  believe  that  the  Weekly  Flash  Cash  Re- 

iport  is  potentially  a  good  management  tool,  but  as  it  is  currently  prepared  it  is  use- 

iless  for  management  cash  flow  analysis  and  decisionmaking. 

Inadequate  Audit  Trails.  Other  problems  also  contributed  to  our  lack  of  con- 
fidence in  the  financial  statements.  We  were  not  able  to  perform  tests  to  verify 
(transactions  due  to  the  lack  of  adequate  audit  trails.  For  example,  revenue  of  $1.07 
e  billion,  expenses  of  $998.9  million  and  assets  of  $339.9  million  could  not  be  substan- 
tiated in  the  Air  Force  Transportation  business  area.  Also,  50  sampled  summary 
I  cash  transactions  at  the  DFAS-Indianapolis  Center  yielded  7,000  individual  trans- 
actions. Each  transaction  had  to  be  traced  painstakingly  to  its  source  documents 
•  through  a  series  of  summarizations.  Because  audit  trails  were  not  sufficient  to  en- 
l  able  us  to  collect  reliable  and  relevant  evidence  in  a  timely  manner,  we  cannot 
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render  an  opinion  on  the  financial  statements  as  a  whole.  The  DOD  Comptroller 
community  does  not  think  it  is  feasible  to  change  the  longstanding  practice  of  accu- 
mulating only  summarized  data  at  departmental  level  and  leaving  detailed  trans- 
action records  at  the  local  level.  This  poses  an  impossible  task  for  auditors,  in  our 
view.  We  will  have  to  work  this  problem  out  if  we  are  ever  to  get  into  the  position 
of  being  able  to  issue  an  opinion  on  the  DBOF  financial  statements. 

Lack  of  Uniform  Accounting  Systems.  One  notable  problem  created  by  the 
lack  of  uniform  DOD  accounting  systems  is  that  information  is  not  comparable  be- 
tween the  DFAS  centers.  Each  military  department  and  defense  agency  has  a 
unique  code  to  identify  a  particular  type  of  transaction  and  the  service  or  agency 
uses  crosswalks  to  determine  where  a  particular  transaction  should  be  recorded. 
The  eight  different  crosswalks  in  use  do  not  have  a  one-to-one  correlation  to  the 
Standard  General  Ledger  (SGL);  therefore,  the  personnel  preparing  the  financial 
statements  must  judgementally  interpret  which  account  classification  to  use  to  re 
port  a  particular  transaction.  The  process  is  inefficient  and  prone  to  error. 

Lack  of  Standard  General  Ledger.  The  Defense  Commissary  Agency  Resale 
Stocks  business  area  was  the  only  DBOF  business  area  that  used  the  DOD  Uniform 
Chart  of  Accounts,  which  is  equivalent  to  the  SGL.  The  information  services  busi- 
ness area  of  the  defense  information  systems  agency  has  contracted  with  an  outside 
accounting  firm  to  convert  its  accounting  system  to  the  SGL  for  FY  1993.  There 
needs  to  be  conversion  throughout  the  DBOF.  Common  use  of  the  SGL  would  im- ! 
prove  the  uniformity  of  the  accounting  systems,  because  it  would  require  a  decision 
at  the  time  of  the  original  entry  on  which  type  of  transaction  had  occurred  and 
would  curtail  after-the-fact  adjustments  that  are  made  when  the  correct  information 
may  not  be  readily  available. 

Compliance  With  Laws  and  Regulations.  The  third  section  of  our  report  deals 
with  management's  compliance  with  the  laws  and  regulations  applicable  to  the 
DBOF.  The  audit  disclosed  several  instances  of  noncompliance  with  laws  and  regu-  \ 
lations  that  materially  affect  the  reliability  of  the  DBOF  principal  and  combining  J 
statements.  i 

Budget  and  Accounting  Procedures  Act  of  1950  and  Title  2.  We  identifiec 
at  least  52  accounting  systems  used  for  the  DBOF  that  were  not  compliant  with  re 
quirements  of  Title  2,  the  General  Accounting  Office's  "Policies  and  Procedures 
Manual  for  Guidance  of  Federal  Agencies"  and  the  Budget  and  Accounting  Proce  I 
dures  Act  of  1950.  Some  minimum  requirements  of  Title  2,  such  as  that  accounting 
systems  be  maintained  on  an  accrual  basis  and  the  United  States  General  Ledgei  \ 
Chart  of  Accounts  be  used,  had  not  been  implemented  as  required  by  the  DOD  Man  i 
ual  7220.9M,  "DOD  Accounting  Manual."  Also,  adequate  systems  of  accounting  anc 
internal  controls  required  by  the  act  were  not  established  or  operating  as  required 

Chief  Financial  Officers  Act  of  1990.  Financial  statements  prepared  for  th« 
DBOF  were  not  in  full  compliance  with  the  Chief  Financial  Officers  Act  of  1990.  Foi 
example,  the  financial  statements  presented  for  audit  did  not  include  notes  to  th«; 
DBOF  principal  statements  and  the  consolidating  statements  for  the  Navy  portion! 
of  the  statements,  as  well  as  supplemental  financial  and  management  informatiorl 
for  both  the  Army  and  Navy  portions  of  the  financial  statements.  This  is  more  com 
sequential  than  it  may  sound,  because  notes  and  supplemental  data  are  vitally  im 
portant  for  making  the  statements  accurate  and  meaningful.  We  believe  several  fac 
tors  contributed  to  incomplete  financial  statements  being  submitted.  Many  of  th«j 
DFAS  personnel  lacked  experience  in  preparing  financial  statements  and  had  to  relj 
on  manual  methods  to  prepare  the  statements  because  the  accounting  systems  could 
not  generate  accurate  accounting  information.  The  OMB  guidance  on  form  and  con 
tent  was  not  received  until  after  the  end  of  the  fiscal  year.  Also,  clear  lines  of  re 
sponsibility  for  the  preparation  of  the  financial  statements  were  not  established 
Some  of  these  problems  are  avoidable  in  the  near  future.  Others,  such  as  the  fun 
damental  fact  that  DOD  accounting  systems  were  not  designed  to  prepare  financia 
statements  and  there  are  a  plethora  of  different  systems  in  use,  will  take  longer  t< 
solve.  I  will  return  to  those  considerations  later. 

Debt  Collection  Act.  Reports  to  the  Treasury  required  by  the  Debt  Collectior 
Act  were  inaccurate.  The  DFAS  is  responsible  for  collecting  debts  and  charging  th< 
prescribed  interest,  administrative  fees,  and  penalties  for  the  DBOF,  as  well  as  pre 
paring  and  submitting  the  required  reports  to  the  Treasury.  The  DBOF  financia 
statements  did  not  agree  with  the  DFAS  reports  to  the  Treasury  for  FY  1992.  Tht 
quarterly  reports  were  understated  by  about  $60.0  million  and  the  annual  report 
was  overstated  by  about  $4.7  million.  Managers  at  four  of  the  five  Air  Force  busi- 
ness areas  did  not  submit  the  required  feeder  reports,  and  none  of  the  Air  Fora 
business  areas  reported  the  collection  of  interest,  penalties,  or  administrative  costs. 
A  system  to  monitor  and  report  debts  from  contractors  had  not  been  implemented 
therefore,  we  could  not  determine  whether  such  debts  were  being  properly  managed 
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and  reported.  The  DFAS-Denver  Center  expects  to  install  a  system  to  manage  con- 
tractor debt  by  December  1993.  The  DFAS  agreed  to  centralize  management  of 
DOD's  debt  collection  function  by  the  end  of  FY  1992;  however,  standard  operating 
procedures  still  have  not  been  issued. 

DOD  Accounting  Manual.  The  DOD  Accounting  Manual  is  not  used  by  the  mili- 
tary departments  for  DBOF  financial  accounting.  This  has  resulted  in  adjustments 
to  financial  records  not  being  properly  approved  and  documented;  interfund  ac- 
counts payable  transactions  not  processed  in  the  month  they  occurred;  actual  sales 
not  being  reported  in  financial  statements;  payments  to  contractors  not  being  prop- 
erly documented;  and  consignments  not  being  separately  disclosed  in  the  financial 

Department  of  Defense  Appropriations  Act,  1992,  Section  8121.  A  sub- 
account for  recording  and  reporting  the  costs  of  physical  plant  and  property,  equip- 
ment, and  software  had  not  been  implemented  as  required  by  the  Department  of 
Defense  Appropriations  Act  for  FY  1992.  Those  costs  were  estimated  at  $1.2  billion 
on  the  FY  1992  DBOF  Capital  Budget.  Guidance  was  issued  by  the  DOD  Comptrol- 
ler, but  not  until  eight  months  after  the  law  was  passed,  and  then  the  guidance  was 
not  implemented.  Without  specific  identification  of  the  Capital  Asset  Funds,  the 
DBOF  managers  at  the  business  area  level  assumed  operating  funds  could  be  used 
for  the  purchase  of  capital  assets. 

Monthly  Reports  on  Operations.  The  required  financial  information  for  the 
Monthly  Report  of  Operations  was  inconsistent,  incomplete,  and  inaccurate.  Those 
problems  were  caused  by  the  lack  of  specific  guidance  on  what  type  of  transaction 
should  be  reported  in  what  category  on  the  report.  We  identified  a  $319  million  vari- 
ance between  what  was  reported  on  the  Statement  of  Cash  Flows  and  the  Monthly 
Report  of  Operations. 

OMB  Bulletin  93-02.  The  DFAS  did  not  follow  DOD  guidance  on  form  and  con- 
tent of  FY  1992  financial  statements  when  classifying  Army  Depot  Maintenance  in- 
ventories. Also,  the  Navy  consolidating  financial  statements  were  inaccurate  be- 
cause account  balances  were  not  reported,  financial  records  were  adjusted  to  agree 
with  the  financial  statements,  negative  balances  in  inventory  records  were  not  cor- 
rected, and  financial  records  did  not  accurately  support  and  present  accrual  bal- 
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Real  Property  Ownership  Under  10  U.S.C.  §2682,  Facilities  for  Defense 
Agencies.  Real  properties,  which  by  law  are  under  the  jurisdiction  of  military  de- 

Bartments,  were  improperly  reflected  as  assets  on  the  financial  statements  of  the 
IBOF.  Additionally,  depreciation  for  real  property  is  being  improperly  charged  as 
an  expense  to  the  DBOF  business  areas  and  those  expenses  are  being  improperly 
charged  back  to  the  DBOF  customers.  Real  property  was  included  as  an  asset  on 
the  DBOF  records  because  guidance  issued  by  the  Office  of  the  DOD  Comptroller 
on  Criteria  for  Capitalization  of  Assets  required  business  area  managers  to  include 
it  on  their  records.  Section  8121(b)  of  the  FY  1992  Appropriations  Act  transferred 
to  the  DBOF  all  assets  and  balances  of  working  capital  funds.  The  establishment 
of  the  DBOF,  however,  was  subject  to  the  provisions  of  10  U.S.C.  §2208.  The  real 
properties  under  the  jurisdiction  of  the  military  departments  are  not  assets  of  those 
working  capital  funds.  As  a  result,  assets  were  overstated  by  $2.3  billion  and  depre- 
ciation expenses  were  overstated  by  about  $135.0  million.  If  the  DBOF  managers 
wish  to  include  the  costs  of  real  property  in  results  of  operations,  they  can  establish 
rental  agreements  (Interservice  Support  Agreements)  with  the  DOD  component  that 
has  legal  jurisdiction  over  the  real  property. 

National  Defense  Authorization  Act  for  Fiscal  Years  1992  and  1993,  §316. 
Section  316  of  the  Defense  Authorization  Act  prohibits  the  addition  of  additional 
functions,  activities,  funds,  or  accounts  of  the  DOD  to  the  DBOF  and  provides  cer- 
tain limitations  on  the  use  of  the  DBOF.  During  FY  1992,  two  new  business  areas 
were  added  to  the  DBOF,  the  Defense  Information  Technology  Service  Organization 
(DITSO)  and  the  Joint  Logistics  Systems  Center  (JLSC).  We  believe  those  additions 
violated  the  prohibition. 

Prompt  Payment  Act.  In  FY  1992,  at  the  DFAS-Columbus  Center,  invoices  were 
being  paid  late,  payments  were  being  paid  after  the  due  date,  discounts  were  not 
being  taken,  interest  penalties  were  being  incurred,  and  interest  was  not  being  paid 
on  late  payments.  Invoices  valued  at  about  $2.8  billion  were  reported  by  the  DFAS 
as  paid  late.  Interest  on  the  late  payments  was  reported  at  $8.9  million.  The  De- 
fense Commissary  Agency  likewise  had  serious  problems  both  making  timely  pay- 
ments to  vendors  and  avoiding  duplicate  payments.  It  also  did  not  take  advantage 
of  offered  discounts. 

Instances  of  Noncompliance  With  DOD  Accounting  Policies.  We  identified 
material  instances  of  noncompliance  with  DOD  accounting  policies.  For  example,  the 
Air  Force  did  not  implement  guidance  to  establish  a  Cost  of  Operations  Division  to 
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account  for  all  overhead  costs  incurred  by  the  Supply  Management  and  Distribution 
Depot  business  areas.  Another  example  of  noncompliance  with  accounting  polices 
was  that  the  DFAS  did  not  develop  depreciation  schedules  for  capital  assets  based 
on  established  useful  life  criteria.  In  addition,  assets  had  not  been  transferred  to 
the  Central  Design  Activities  and  Information  Processing  Centers  when  capitalized, 
nor  had  assets  been  transferred  to  the  DITSO  when  it  was  established. 

Pending  Audit  Report 

We  are  continuing  our  audit  of  the  DBOF  and  will  issue  another  audit  report 
within  the  next  couple  months.  This  subsequent  report  will  address  some  of  the  spe- 
cific findings  discussed  above  in  even  more  depth  and  will  include  recommendations 
to  improve  and  correct  the  existing  weaknesses  in  internal  controls  and  noncompli- 
ance with  laws  and  regulations.  We  will  provide  a  copy  of  that  report  to  you  when 
it  is  issued. 

Plan  for  Future  DBOF  Financial  Statement  Audits 

We  did  not  have  the  resources  to  audit  all  of  the  DBOF  33  business  areas  this 
year,  nor  will  we  have  the  resources  in  the  future.  Applying  the  lessons  learned  over 
the  last  2  years,  beginning  in  FY  1993  we  will  audit  the  DBOF  with  a  building- 
block  approach.  For  the  first  year,  audit  work  will  focus  on  selected  accounts  in  the 
DBOF  statement  of  financial  position.  We  will  concentrate,  for  example,  on  the  for- 
midable problem  of  assuring  proper  representations  of  inventory  in  the  financial 
records  and  statements.  Using  this  approach,  we  plan  to  render  an  opinion  on  the 
statement  of  financial  position  by  FY  1994  and  on  the  financial  statements  taken 
as  a  whole  by  FY  1996.  On  a  parallel  track,  we  will  continue  our  vigorous  program 
of  "traditional"  audits  of  functions  financed  under  DBOF,  including  supply  manage- 
ment, maintenance,  transportation,  and  the  like. 

DBOF  Financial  Statements  Are  Not  Atypical 

It  would  be  somewhat  misleading  for  me  to  address  the  deficiencies  in  the  DBOF 
financial  statements  without  putting  them  in  context.  Bluntly  stated,  although  some 
of  the  defects  in  the  DBOF  financial  statements  are  unique  to  DBOF,  essentially 
those  statements  suffer  from  the  same  systemic  weaknesses  and  problems  that  af- 
fect DOD  accounting  at  large  and  most  DOD  financial  statements  for  FY  1992. 

The  DOD  was  ill-prepared  to  comply  with  the  financial  statement  requirements 
of  the  CFO  Act.  Its  systems  are  not  only  incompatible,  frequently  outmoded,  and 
often  beset  with  problems,  but  also  were  simply  not  intended  to  accumulate  infor- 
mation needed  for  financial  statement  reporting.  As  in  many  other  Federal  agencies, 
DOD  personnel  were  not  well  versed  in  how  to  prepare  financial  statements  and  are 
still  learning  what  they  are  supposed  to  do,  as  well  as  how  to  do  it.  Federal  account- 
ing standards  guidance  pertaining  to  financial  statements  is  still  being  considered 
and  incrementally  developed.  Guidance  and  direction  have  been  slow  in  filtering 
down  through  the  layers  of  bureaucracy  to  the  grassroots.  Finally,  serious  distrac- 
tions have  included  Desert  Storm,  the  DOD  budget  drawdown,  and  the  shakedown 
problems  of  DBOF  and  the  newly  consolidated  agencies,  especially  the  DFAS. 

The  severe  difficulties  being  encountered  in  preparing  acceptable  statements  are 
illustrated  by  three  items: 
— Most  of  the  FY  1992  financial  statements  were  not  officially  forwarded  to  us 
until  April  1993,  over  six  months  after  the  end  of  the  fiscal  year.  In  one  case, 
75  percent  of  the  balances  changed  between  statements  unofficially  provided  for 
audit  in  February  and  the  official  version  in  April.  Incidentally,  this  has  put  an 
extra  burden  on  the  auditors  and  I  am  proud  of  the  way  they  have  coped  with 
it. 
— Of  the  16  FY  1992  statements  audited  by  my  office,  only  two  were  good  enough 
to  merit  unqualified  ("clean")  audit  opinions.  The  others  received  qualified  or 
adverse  opinions,  or  disclaimers. 
— Management  is  generally  unwilling  or  unable  to  provide  either  management 
representation  letters  or  legal  representation  letters  to  attest  to  the  validity  of 
the  financial  statements. 

DOD  Financial  Management  Problems— Broader  Context 

Mr.  Chairman,  we  view  the  preparation  and  audit  of  financial  statements  as  a 
good  litmus  test  of  how  well  an  organization  can  track  costs  and  assets.  Until  mean- 
ingful performance  indicators  can  be  developed,  the  usefulness  of  financial  state- 
ments will  be  chiefly  as  an  indicator  of  organizational  discipline  and  financial  con- 
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trol.  The  financial  statements  are  not  used  in  their  own  right  for  decision  making 
or  even  explanation  of  program  results.  As  we  struggle  to  develop,  audit  and  inter- 
pret financial  statements,  however,  the  observer  should  not  lose  sight  of  the  fact 
that  there  is  a  constant  flow  of  other  information  available  on  how  well  DOD  is  car- 
rying out  its  financial  functions.  I  am  referring  to  internal  audit  reports. 

Those  audit  reports  help  to  refute  any  notion  that  DOD  financial  management 
problems  are  confined  to  the  inability  to  follow  arcane  accounting  rules  well  enough 
to  get  unqualified  audit  opinions  on  financial  statements.  They  indicate  the  need  for 
improvement  in  a  wide  range  of  financial  operations,  including  paying  contractors 
and  personnel,  maintaining  funds  control  and  appropriation  integrity,  managing 
cash  and  collecting  debts.  A  summary  of  some  of  the  reports  issued  by  my  office  is 
attached  to  this  statement. 

Current  Emphasis  Is  Different 

Mr.  Chairman,  throughout  DOD's  history  there  seemingly  were  always  financial 
management  improvement  programs  of  various  kinds  in  place,  but  the  commitment 
and  genuine  interest  of  top  management  in  them  was  often  suspect.  Likewise,  the 
Congress  focused  on  budget  content  and  levels  of  budgetary  authority  and  outlays, 
with  occasional  flareups  related  to  weapon  system  cost  estimates  and  overruns. 
There  was  little  apparent  interest,  however,  in  DOD  financial  operations  per  se.  The 
DOD  internal  audit  community  fell  into  the  same  pattern,  deemphasizing  financial 
audits  because  nobody  seemed  interested  in  them.  While  a  few  audits  such  as  those 
discussed  in  the  attachment  were  performed  prior  to  1991,  generally  audit  coverage 
of  finance  and  accounting  matters  were  spotty. 

A  confluence  of  two  factors  caused  a  drastic  shift  in  audit  priorities  and,  hopefully, 
in  longterm  management  priorities.  Those  two  factors  were  (1)  the  strong  interest 
of  former  Deputy  Secretary  of  Defense  Donald  Atwood  in  reducing  DOD  support 
costs  and  improving  the  consistency  and  quality  of  management  information  in  the 
department,  and  (2)  the  CFO  Act.  In  the  past  3  years,  the  intentions  and  interests 
of  DOD  management  and  the  Congress  dovetailed  and,  as  a  result,  there  has  been 
far  more  visibility  given  to  what  needs  to  be  done  to  improve  DOD  financial  man- 
agement, both  inside  the  department  and  on  the  hill. 

There  are  a  number  of  management  problems  confronting  the  DOD,  over  and 
above  the  reforms  needed  in  financial  management  and  the  overarching  challenge 
of  downsizing,  that  will  require  several  years  of  sustained  emphasis  by  top  manage- 
ment. They  include  problems  in  areas  like  supply  management,  quality  assurance 
and  contract  administration.  I  mention  those  in  particular  because  I  believe  this 
Committee  has  had  hearings  on  the  longstanding  problems  in  each  of  them  over  the 
past  few  years.  I  am  sure  you  share  the  inescapable  fear  that  changes  in  DOD  man- 
agerial positions  may  derail  the  current  DOD  financial  management  improvement 
process,  as  vibrant  and  serious  as  it  appears  to  be.  Lossed  focus  and  only  partially 
implemented  plans  have  occurred  in  the  past  in  those  other  areas  just  mentioned, 
as  you  know.  We  have  been  impressed,  however,  by  the  candid  acknowledgements 
made  by  DOD  officials  this  spring  of  the  need  to  move  aggressively  to  solve  the 
management  problems  of  DBOF,  achieve  better  financial  statement  results,  and  con- 
tinue the  march  toward  better  accounting  systems  and  processes.  In  addition,  the 
CFO  Act  adds  a  factor  that  was  never  present  before  and  will  help  prevent  back- 
sliding in  many  aspects  of  financial  management  reform. 

Continued  close  interest  on  the  part  of  the  Congress  can  be  enormously  construc- 
tive, helping  to  ensure  that  progress  is  being  made  and  impediments  are  removed. 
We  are  firmly  convinced  that  sustained,  comprehensive  audit  coverage  of  DOD  fi- 
nancial operations  is  also  vital.  This  coverage  should  be  a  blend  of  financial  state- 
ment audits  and  operational  audits.  Balanced  and  effective  coverage  of  those  types 
will  be  particularly  crucial  over  the  next  few  years,  as  new  financial  systems  and 
processes  are  designed  and  fielded  and  as  the  DOD  completes  the  reorganization  of 
its  finance  and  accounting  operations. 

On  the  other  hand,  we  must  recognize  that  resources  are  limited  and  under  severe 
budgetary  pressure.  Financial  statement  audits  are  very  labor  intensive  and  costly; 
the  DOD  internal  audit  community  expended  an  estimated  533  workyears  auditing 
the  FY  1992  financial  statements.  The  estimated  cost  was  $44.1  million  and  that 
does  not  include  whatever  the  General  Accounting  Office's  extensive  efforts  cost.  Not 
only  are  the  costs  high,  but  the  financial  statement  audit  workload  cut  deeply  into 
our  ability  to  do  other  audits,  either  in  the  financial  area  or  elsewhere,  because  only 
328  workyears  were  budgeted  for  financial  statement  audits.  It  is  also  very  disturb- 
ing that,  despite  our  very  large  resource  commitment  to  financial  audits,  we  still 
were  able  to  look  at  only  44  of  the  67  statements  that  theoretically  should  have  been 
audited  per  the  CFO  Act. 
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In  the  future,  we  need  more  flexibility  to  choose  the  funds  to  which  to  apply  the 
GAO  model  financial  statement  audit  approach.  Using  lessons  learned  from  the  first 
rounds  of  DOD  financial  statement  audits,  we  need  to  fashion  a  more  cost  effective 
audit  approach  without  in  any  way  easing  up  the  pressure  on  the  comptroller  com- 
munity to  solve  its  problems.  My  staff  has  come  up  with  some  creative  ideas  on  how 
to  do  this.  In  addition  to  concentrating  future  financial  statement  audits  on  only 
those  funds  where  the  approach  is  clearly  beneficial,  we  plan  to  perform  a  series 
of  audits  whose  objectives  will  be  to  determine  what  information  (financial  and  non- 
financial)  is  actually  being  used  by  managers  for  decision  making  purposes.  We  will 
then  examine  how  well  the  existing  internal  controls  assure  the  accuracy  of  that  in- 
formation, what  are  the  sources,  and  what  are  the  interfaces  with  official  financial 
accounting  records.  Those  audits  will  complement  and  supplement  the  financial 
statement  audits.  In  addition,  we  will  take  the  multi-year,  building  block  approach 
previously  mentioned  for  the  future  DBOF  financial  statement  audits. 

Conclusion 

In  semiannual  reports  to  the  Congress  and  in  individual  audit  reports,  we  have 
identified  financial  management  as  one  of  the  DOD  management  areas  with  the 
most  pressing  problems.  We  look  forward  to  working  closely  with  DOD  management 
and  the  Congress  to  maintain  sharp  focus  on  what  needs  to  be  done  and  how  the 
DOD  improvement  efforts  are  progressing.  This  concludes  my  statement. 

ATTACHMENT 

Examples  of  DOD  IG  Audit  Reports  on  DOD  Financial  Operations 

Report  No.  92-021,  "Debt  Collection  and  Deposit  Controls,"  December  13, 
1991.  As  of  September  30,  1989,  delinquent  debts  owed  to  the  DOD  totalled  $553 
million.  Despite  initiatives  cited  in  the  DOD  cash  management  action  plan  to  speed 
up  the  collection  and  deposit  of  monies  due  the  Government,  the  department's  debt 
collection  performance  was  poor.  Component  level  policies  and  procedures  were  in- 
consistent with  laws  and  regulations.  Consequently,  the  likelihood  of  collecting  the 
delinquent  debt  was  questionable.  We  estimated  that  $226.5  million  (41  percent)  of 
the  delinquent  debts  receivable  at  the  end  of  FY  1989  was  uncollectible  and  might 
as  well  be  written  off. 

We  recommended  that  the  new  Defense  Finance  and  Accounting  Service,  which 
inherited  these  problems,  standardize  operating  procedures  and  centralize  control 
over  debt  collection  activity.  This  was  supposed  to  be  done  by  the  end  of  FY  1992; 
however,  it  has  not  yet  been  completed. 

Report  No.  92-028.  "Merged  CM')  Accounts  of  the  Department  of  Defense," 
December  19,  1991.  In  legislating  an  end  to  the  long  standing,  very  flexible  "M" 
account  structure  in  the  National  Defense  Authorization  Act  for  FY  1991,  the  Con- 
gress also  required  an  audit  of  unliquidated  obligations  on  DOD  books.  The  Army, 
Navy  and  Air  Force  audit  agencies  teamed  with  my  staff  to  perform  one  of  the  larg- 
est DOD-wide  internal  audits  ever  performed. 

The  overall  conclusion  of  the  audit  was  that  "M"  account  balances  as  of  November 
4,  1990,  were  materially  misstated.  The  accounts  were  inadequately  managed  and 
vulnerable  to  abuse,  as  shown  by  the  services'  unsupported  requests  for  restora- 
tions. The  DOD  Comptroller  reported  a  balance  of  $18.8  billion  in  11  "M"  accounts 
as  of  November  30,  1990.  Using  statistical  sampling  techniques,  we  reviewed  $16.1 
billion,  or  86  percent  of  the  reported  balance.  Our  review  showed  that  only  $8.1  bil- 
lion, or  50  percent  of  the  obligations,  was  valid.  The  remaining  $8  billion  was  in- 
valid and  should  be  deobligated. 

The  audit  disclosed  several  reasons  why  reported  obligations  in  DOD  accounting 
records  do  not  accurately  reflect  the  status  of  accounts.  Air  Force  departmental  level 
records  were  adjusted  by  $649.1  million  to  agree  with  field  level  obligations  and  the 
Treasury  restored  "M"  year  funds  to  cover  those  obligations,  whose  validity  is  sus- 
pect. We  also  noted  $1.8  billion  of  "M"  year  undistributed  Treasury  disbursements. 
The  DOD  accounts  had  about  $1  billion  in  recorded  negative  obligations.  Negative 
balances  were  caused  by  improperly  posted  disbursements  and  possible  duplicate 
payments.  Additional  funds  may  be  needed  to  cover  negative  unliquidated  obliga- 
tions if  they  have  been  properly  posted. 

Several  appropriations  were  overdisbursed.  The  National  Guard  and  Reserve 
equipment,  Marine  Corps;  the  Reserve  personnel,  Navy  and  Air  Force  appropria- 
tions; and  the  Research,  Development,  Test  and  Evaluation  (RDT&E),  defense  agen- 
cies appropriation  were  overdisbursed  and  had  not  been  corrected.  The  Marine 
Corps  appropriation  had  a  negative  balance  of  $2.4  million.  The  Reserve  personnel, 
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Navy  appropriation  had  a  negative  balance  of  $1.3  million.  Similarly,  the  Reserve 
personnel,  Air  Force  appropriation  was  overdisbursed  by  $1.6  million.  For  FY  1990, 
the  "M"  year  appropriation  for  RDT&E  defense  agencies  and  the  Air  Force  sub- 
account had  yearena  negative  balances  of  $56.8  million  and  $39.4  million,  respec- 
tively. Most  of  the  overdisbursed  obligations  were  attributed  to  incorrect  posting  and 
undistributed  Treasury  disbursements  that  had  not  been  corrected. 

Treasury  guidance  provided  for  restorations  to  cover  obligation  adjustments  that 
occurred  between  October  1  and  December  5,  1990.  After  DOD  Comptroller  dis- 
approval of  an  initial  request  for  excessive  restorations,  the  components  requested 
restorations  of  about  $2.4  billion  to  comply  with  bona  fide  need  guidelines  issued 
by  the  Office  of  the  Secretary  of  Defense.  Our  review  of  restorations  showed  that 
over  half  of  the  restorations  requested  were  unsupported  or  were  for  obligations  not 
incurred  or  recorded  in  accounting  records  during  the  period  for  which  the  Treasury 
provided.  We  found  that  only  $846.5  million  should  have  been  restored  under  the 
Treasury  guidelines.  The  DOD  Comptroller  approved  a  final  restoration  of  $1.7  bil- 
lion from  DOD's  $31  billion  merged  surplus  fund  of  the  Treasury.  Approved  restora- 
tions were  based  on  additional  documentation  submitted  by  the  services  and  in- 
cluded funds  to  cover  obligations  unrecorded  in  accounting  records,  and  obligations 
incurred  before  October  1990  or  after  December  1990.  The  Comptroller  also  directed, 
however,  that  controls  be  established  to  ensure  the  prudent  use  of  the  funds.  We 
are  quite  concerned  that  the  official  DOD  accounting  records  were  considered  so  in- 
accurate that  the  Comptroller  felt  it  necessary  to  request  restorations  to  cover  obli- 
gations identified  by  the  military  departments  througn  means  other  than  the  official 
accounting  records. 

While  the  Comptroller  disagreed  with  our  criticism  of  the  restorations  from  the 
Treasury,  I  believe  it  is  widely  acknowledged  that  the  auditors  highlighted  a  num- 
ber of  endemic  problems  in  the  records  for  the  merged  accounts.  The  sloppy  record 
keeping  and  questionable  financial  management  procedures  related  to  the  use  of 
prior  year,  expired  and  merged  monies  were  subsequently  highlighted  again  when 
we  audited  certain  Air  Force  appropriations.  For  example,  see  Report  No.  93-053. 

REPORT  No.  92-064,  "Titan  IV  Program,"  March  31,  1992.  Progress  payments  for 
the  Titan  TV  contract  were  made  from  a  predetermined  sequence  of  appropriations, 
rather  than  from  funds  that  matched  the  type  of  work  underlying  the  requests  for 
progress  payments.  This  is  a  common  practice,  because  DOD  accounting  and  con- 
tracting requirements  and  processes  are  not  coordinated  so  that  fund  integrity  is 
maintained.  The  Comptroller  and  Director  of  Defense  Procurement  eventually 
agreed  that  current  practices  are  unacceptable.  The  department  will  work  toward 
the  goal  of  progress  payments  on  multi-funding  source  contracts  generally  being 
made  based  on  contracting  officer  estimates  of  appropriate  ratios  between  funds,  if 
contractor  cost  data  are  not  available  at  the  necessary  level  of  detail. 

Report  No.  92-076,  "Administration  of  the  Contract  Closeout  Process 
Within  DOD,"  April  15,  1992.  We  led  a  multiagency  audit  under  the  auspices  of 
the  President's  Council  on  Integrity  and  Efficiency.  This  report  covered  the  DOD 
portion. 

Contract  data  in  the  Mechanization  of  Contract  Administration  Services  (MOCAS) 
system  were  inaccurate  and  contributed  to  delays  in  closing  contracts.  We  estimated 
that  MOCAS  contained  inaccurate  data  for  19,800  contracts  valued  at  $9.7  billion, 
out  of  the  83,378  contracts,  valued  at  $56.7  billion,  administered  by  the  Defense 
Contract  Management  District  Mid  Atlantic;  and  for  11,900  contracts  valued  at  $5.2 
billion,  out  of  the  51,091  contracts  valued  at  $82.3  billion,  administered  by  the  De- 
fense Contract  Management  District  West.  Although  delivery  of  goods  and  services 
was  not  a  problem,  we  identified  incorrect  delivery  information  in  MOCAS.  Incom- 
plete and  missing  administrative  contracting  office  and  finance  documentation  also 
caused  database  problems.  As  a  result,  inaccurate  payments  were  made,  discounts 
were  lost,  payments  were  delayed,  and  contracts  were  not  closed  in  a  timely  man- 
ner. Late  payments  by  the  two  districts  cost  about  $6  million  in  interest  charges 
in  fiscal  years  1990  and  1991.  We  also  identified  about  $178,300  in  recoverable  over- 
payments on  six  contracts. 

We  recommended  that  the  Defense  Logistics  Agency  emphasize  the  need  to  prop- 
erly maintain  and  control  contract  file  documentation.  We  also  recommended  that 
the  DFAS-Columbus  Center  develop  and  implement  procedures  to  better  control 
files,  train  the  appropriate  personnel  to  properly  input  contract  data  into  MOCAS, 
and  collect  overpayments.  Management  concurred. 

Report  No.  92-093,  "Consolidation  and  Transfer  of  Contractor  Payments 
to  the  Defense  Finance  and  Accounting  Service  Columbus  Center,"  May  15, 
1992.  The  Defense  Finance  and  Accounting  Service  continued  a  consolidation  of  the 
contractor  payment  function  that  had  been  initiated  by  the  Defense  Logistics  Agen- 
cy. The  audit  evaluated  the  progress  of  the  consolidation,  which  shifted  responsibil- 
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ity  for  payments  on  about  440,000  contracts  to  Columbus,  Ohio.  The  auditors  noted 
significant  workforce  attrition,  loss  of  control  over  contract  files,  and  problems  in 
training  new  personnel.  Management  was  addressing  those  problems  and  therefore 
we  made  no  recommendations. 

Report  No.  93-053,  "Missile  Procurement  Appropriations,  Air  Force."  Feb- 
ruary 12,  1993.  The  Comptroller  of  the  Department  of  Defense  requested  the  audit 
because  the  Air  Force  had  reported  problems  with  funding  upward  adjustments  to 
obligations  for  contract  changes  whose  costs  were  chargeable  to  expired  appropria- 
tions. Those  changes  were  previously  funded  from  the  Air  Force's  merged  CM')  ac- 
counts. The  National  Defense  Authorization  Act  for  Fiscal  Year  1991  phased  out 
merged  accounts. 

The  audit  concluded  that  the  FYs  1987  and  1988  Air  Force  missile  procurement 
appropriations  were  deficient  and  that  legislative  relief  was  needed. 

The  Air  Force  accounting  and  budget  decisions  on  the  financing  and  reporting  of 
contract  growth  caused  finance  and  accounting  records  to  be  materially  misstated. 
Violations  of  some  of  the  Antideficiency  Act  provisions  in  the  United  States  Code 
occurred.  However,  the  value  of  the  deficiencies  in  the  appropriations  cannot  be  cal- 
culated until  the  impact  of  unapproved  upward  obligation  adjustments  is  deter- 
mined, funding  issues  and  accounting  problems  are  resolved,  and  contingent  liabil- 
ities are  fully  reflected  in  the  accounting  records. 

To  avoid  declaring  a  violation  of  the  Antideficiency  Act,  Air  Force  officials  termi- 
nated contracts  for  the  advanced  cruise  missile  for  the  convenience  of  the  Govern- 
ment and  initiated  reprocurement  action  on  the  following  day  using  FY  1992  funds. 
They  did  this  because  insufficient  funds  remained  in  the  FYs  1987  and  1988  missile 
procurement  appropriations  to  pay  for  work  remaining  to  be  performed  on  the  origi- 
nal contracts.  As  a  result  of  the  contract  terminations,  the  Air  Force  may  have  to 
assume  $24  million  to  $49  million  in  additional  costs  that  would  have  been  assumed 
by  the  contractor  under  the  original  contracts.  Funding  violations  still  occurred,  be- 
cause funds  available  for  obligation  were  insufficient  to  correct  deficiencies  in  the 
FYs  1987  and  1988  missile  procurement  appropriations. 

We  supported  the  legislation,  proposed  by  the  DOD  Comptroller,  that  was  incor- 
porated with  modifications  into  the  National  Defense  Authorization  Act  for  Fiscal 
Year  1993.  This  legislation  will  permit  DOD  to  use  current  funds  to  pay  obligations 
properly  chargeable  to  expired  accounts.  (Similar  authority  presently  exists  in  the 
M  account  legislation,  which  allows  DOD  agencies  to  pay  from  current  funds  the 
obligational  adjustments  otherwise  chargeable  to  closed  accounts.)  The  National  De- 
fense Authorization  Act  for  Fiscal  Year  1993  allows  major  programs  to  continue,  but 
requires  that  funding  violations  be  reported  under  the  Antideficiency  Act  when  cur- 
rent funds  are  used.  The  legislation  also  permits  changes  to  acquisition,  budgeting, 
and  accounting  practices. 

We  recommended  that  the  DOD  Comptroller  investigate  and  report  the 
Antideficiency  Act  violations  for  the  FYs  1987  and  1988  missile  appropriations;  di- 
rect the  Air  Force  to  use  existing  legislative  authority  to  pay  obligational  adjust- 
ments chargeable  to  expired  year  accounts  from  current  appropriations;  and  notify 
Congress  that  violations  of  the  Antideficiency  Act  exist.  We  recommended  that  con- 
tracts be  obligated  at  best-cost  estimates  instead  of  target  level;  that  recorded  obli- 
gations be  revised  as  data  become  available;  that  these  estimates  be  recorded  as  ex- 
pired year  requirements  and  recognized  in  "Reports  on  Budget  Execution"  (DD 
forms  1176);  and  that  budget  activities  promptly  approve  changes  to  expired  year 
obligations.  We  also  recommended  that  DOD  accelerate  plans  to  resolve  negative 
unliquidated  obligations  by  using  the  same  records  to  account  for  funds  and  pay 
bills  and  by  assuring  that  funds  are  available  before  making  payments. 

The  Deputy  Comptroller  of  the  Department  of  Defense  (management  systems) 
concurred  with  most  of  the  recommendations.  Unresolved  issues  are  being  addressed 
under  DOD  audit  followup  procedures.  The  Air  Force  was  tasked  to  perform  the 
Antideficiency  Act  violation  investigations,  which  are  still  under  way. 

Report  No.  93-071,  "Compliance  With  Prompt  Payment  Procedures,"  March 
22,  1993.  This  DOD-wide  audit  was  requested  by  the  Comptroller  of  the  Department 
of  Defense  in  order  to  evaluate  DOD's  implementation  of  the  prompt  payment  act. 
During  the  first  half  of  FY  1990,  the  reported  total  of  appropriated  funds  disbursed 
by  DOD  subject  to  prompt  payment  was  $45  billion.  The  act  requires  Federal  agen- 
cies to  make  payments  on  time,  pay  interest  penalties  when  payments  are  late,  and 
take  discounts  only  for  payments  made  within  the  discount  period. 

The  defense  agencies  and  the  services  were  not  complying  with  the  act.  Between 
October  1,  1989  and  March  31,  1990,  excluding  Air  Force  data  reported,  quarterly 
prompt  payment  reports  submitted  to  the  Comptroller,  DOD,  contained  overstate- 
ments of  $19.6  billion  and  understatements  of  $3.4  billion.  Approximately  $5.8  bil- 
lion was  paid  either  late  or  too  early,  and  therefore  not  within  the  time  frame  speci- 
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fied  for  payment  for  supplies  and  services.  Interest  penalties  on  late  payments,  for- 
feited discounts,  and  interest  paid  by  the  Government  on  funds  borrowed  to  make 
early  payments  totaled  an  estimated  $36  million  for  the  6-month  period.  The  DOD 
components  were  not  implementing  internal  controls  as  required  by  the  Federal 
Managers'  Financial  Integrity  Act. 

The  military  department  and  IG,  DOD,  auditors  made  29  recommendations.  Man- 
agement concurred. 

Report  No.  93-085.  "Implementation  of  Public  Law  98-94  for  Air  Force  Re- 
tirees," APRIL  13,  1993.  This  review  was  requested  by  the  Director,  Defense  Fi- 
nance and  Accounting  Service  (DFAS).  The  Director  was  concerned  about  a  possible 
violation  of  law  or  waste  and  mismanagement  by  the  DFAS-Denver  Center.  Begin- 
ning on  October  1,  1983,  Public  Law  98-94  required  that  retiree  entitlements  be 
rounded  down  to  whole  dollar  amounts.  Any  subsequent  cost-of-living  increases  were 
to  be  based  on  the  rounded  down  amounts.  The  DFAS-Denver  Center  failed  to  fully 
implement  the  rounding  down  requirement  until  November  1992.  The  DFAS-Denver 
Center  overpaid  each  of  201,851  retirees  between  $1  and  $6  monthly;  the  total  over- 
payment was  about  $16  million  for  the  9-year  period. 

Our  review  confirmed  that  the  rounding  down  of  all  retired  pay  entitlements  was 
not  implemented  in  a  timely  manner.  There  were  no  acceptable  reasons  for  delaying 
corrective  action  for  9  years.  The  problem  occurred  because  the  Retired  Pay  Systems 
Development  Support  Division  failed  to  update  the  retired  pay  system  when  the  law 
was  passed  in  1983,  and  in  subsequent  years  when  the  DOD  actuary  identified  the 
DFAS-Denver  Center's  use  of  a  computation  method  different  from  that  of  the  other 
DFAS  centers.  We  could  not  determine  why  the  retired  pay  division  failed  to  request 
a  legal  opinion  even  though  they  were  aware  of  the  overpayments.  We  did  not  find 
that  the  former  director,  DFAS-Denver  Center,  or  the  former  director  of  retired  pay 
intentionally  disregarded  P.L.  98-94.  The  information  given  to  these  managers 
caused  them  to  conclude  that  corrective  actions  were  being  taken  and  further  man- 
agement decisions  were  not  needed.  The  retired  pay  system  was  corrected  in  1992, 
and  letters  were  sent  to  retirees  explaining  the  error.  All  retiree  accounts  are  now 
paid  in  compliance  with  P.L.  98-94. 

Report  No.  93-104,  "Administration  of  the  Dual  Compensation  Act  and  the 
CrviL  Service  Reform  Act,"  May  28,  1993.  The  Dual  Compensation  Act  of  1964 
states  that  an  officer  who  has  retired  from  a  regular  component  of  a  military  depart- 
ment can  receive  the  full  Federal  salary  while  employed  in  Federal  service.  How- 
ever, under  certain  conditions,  he  or  she  must  take  a  cut  in  military  retirement  pay. 
The  Civil  Service  Reform  Act  of  1978  requires  that,  for  Federal  employees  who  are 
retired  from  the  regular  or  reserve  components  of  a  military  department,  military 
retirement  pay  must  be  reduced  if  the  combined  retirement  pay  and  Federal  salary 
exceed  the  current  level  V  pay  rate. 

The  audit  showed  that  requests  for  waivers  of  repayments  of  overpayments  were 
handled  appropriately.  However,  the  Dual  Compensation  and  Civil  Service  Reform 
Acts  were  administered  in  a  manner  that  fostered  overpayments  and  the  loss  of 
Government  funds.  We  reviewed  228  of  6,317  pay  amounts  for  retired  officers  in  the 
Federal  civilian  service,  and  we  identified  cumulative  overpayments  of  about 
$501,000  in  that  sample.  We  are  awaiting  management  comments  on  the  report. 

Reports  No.  93-124,  "Defense  Commissary  Agency  Vendor  Payments,  Re- 
turned Checks  and  Rebates,"  June  24,  1993  and  93-135,  "Controls  Over  Ven- 
dor Payment  Authorizations  by  the  Defense  Commissary  Agency,"  June  30, 
1993.  These  separate  reports  stemmed  from  our  audit  of  the  Defense  Commissary 
Agency's  (DECA)  FY  1992  resale  stock  fund  financial  statements.  The  first  report 
discusses  controls  over  vendor  payments,  returned  checks,  and  rebates;  issues  that 
could  impair  DECA's  ability  to  develop  information  needed  to  properly  prepare  the 
FY  1992  finance  statements  for  the  resale  stock  fund.  The  report  also  addresses 
DECA's  inability  to  properly  prepare  financial  statements. 

During  the  first  half  of  FY  1992,  DECA  did  not  adequately  control  financial  trans- 
actions related  to  vendor  payments,  returned  checks,  and  rebates.  As  a  result, 
DECA  could  not  be  assured  that  the  financial  accounts  related  to  vendor  payments 
represent  appropriately  authorized  transactions. 

The  second  report  recaps  vendor  payment  issues,  previously  addressed  in  memo- 
randa reports  to  the  DECA  and  testified  to  in  congressional  hearings.  During  the 
first  half  of  FY  1992,  DECA  authorized  disbursements  of  $404  million  without  prop- 
er supporting  documentation,  made  $11  million  in  duplicate  payments,  paid  $6  mil- 
lion in  interest  because  of  late  payments,  underpaid  $2.4  million  in  interest,  and 
lost  $2.9  million  in  discounts. 

The  Director,  DECA,  generally  agreed  with  both  reports  in  draft  form  and  has 
been  addressing  the  vendor  payment  problem  as  a  top  agency  priority. 
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INSPECTOR  GENERAL 

DEPARTMENT  OF  DEFENSE 

400  ARHY   NAVY  DRIVE 

ARLINGTON.  VIRGINIA  22202-2884 


June  30,  1993 

MEMORANDUM  FOR  SECRETARY  OF  DEFENSE 

COMPTROLLER  AND  CHIEF  FINANCIAL  OFFICER  OF 
THE  DEPARTMENT  OF  DEFENSE 

SUBJECT:  Audit  Report  on  the  Principal  and  Combining  Financial  Statements  of  the 
Defense  Business  Operations  Fund  -  FY  1992  (Report  No.  93-134) 

We  are  providing  this  audit  report  for  your  information  and  use,  and  for  use  by 
Congress.  Financial  statement  audits  are  required  by  the  Chief  Financial  Officers  Act 
of  1990.  Office  of  Management  and  Budget  (OMB)  Bulletin  No.  93-06,  "Audit 
Requirements  for  Federal  Financial  Statements,"  January  8,  1993,  requires  the 
Inspector  General  to  render  an  opinion  on  the  fairness  of  financial  statements.  Also, 
we  are  required  to  report  on  the  adequacy  of  internal  controls  and  compliance  with  laws 
and  regulations. 

Although  we  were  able  to  evaluate  the  internal  controls  and  compliance  with 
laws  and  regulations,  we  were  unable  to  express  an  opinion  on  the  financial  statements. 
We  are  disclaiming  an  opinion  on  the  Principal  and  Combining  Statements  because  the 
statements  provided  to  us  were  incomplete  and  because  audit  trails  at  three  of  the 
Defense  Finance  and  Accounting  Service  Centers  were  judged  by  us  to  be  inadequate. 
Also,  accounting  systems  in  place  were  not  adequate  to  provide  the  needed  information 
to  prepare  the  financial  statements.  In  addition,  significant  deficiencies  in  the  internal 
control  structure  and  noncompliance  with  required  laws  and  regulations  added  to  our 
inability  to  express  an  opinion.  Also,  neither  the  Comptroller  of  the  Department  of 
Defense  nor  the  Director,  Defense  Finance  and  Accounting  Service,  provided  us  the 
required  management  representation  letter.  The  failure  of  management  to  provide  the 
letters  also  constitutes  a  limitation  of  scope  sufficient  to  compel  us  to  disclaim  an 
opinion. 

We  identified  several  material  weaknesses  in  the  internal  control  structure  of  the 
Defense  Business  Operations  Fund  (DBOF).  The  material  weaknesses  in  the  internal 
control  structure  resulted  in  transactions  that  were  not  properly  recorded  or  accounted 
for.  The  cash  transactions  could  not  be  verified,  and  transactions  made  for  or  by  others 
were  not  recorded  in  a  timely  manner.  There  were  no  eliminating  entries  or  disclosures 
on  $17.7  billion  of  intrafund  transactions.  The  financial  statements  were  inaccurate 
because  $9.7  million  of  depreciation  was  not  computed  correctly,  accounts  receivable 
of  $222.0  million  were  not  confirmed,  revenue  of  $274.0  million  was  not  recognized, 
and  liabilities  of  $236.0  million  were  not  properly  accounted  for.  We  were  unable  to 
ensure  that  assets  were  safeguarded  against  loss  from  unauthorized  use  because 
$459.0  million  of  transactions  recorded  were  not  supported  with  adequate 
documentation.  Also,  capital  assets  and  inventory  of  $1,854  billion  were  variously 
overstated  or  understated  on  the  financial  statements  because  the  valuation  methods 
were  not  consistently  applied  throughout  the  DBOF  business  areas  and  physical 
inventories  were  not  performed  or  reconciled  to  the  financial  records.  We  also 
determined  that  transactions  were  not  executed  in  compliance  with  existing  guidance. 
A  lack  of  reconciliations  for  $628.0  million  resulted  in  inconsistencies  between 
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reporting  and  financial  presentation.  The  Weekly  Flash  Cash  Reports  developed  to 
provide  useful  management  information  about  cash  flows  were  inaccurate.  Audit  trails 
of  $2,409  billion  of  revenue,  expenses  and  assets  were  inadequate  for  substantive 
testing,  and  there  was  a  general  lack  of  uniformity  of  accounting  systems.  Finally,  the 
Standard  General  Ledger  had  not  been  implemented. 

Our  audit  of  compliance  with  laws  and  regulations  that  materially  affected  the 
reliability  of  the  DBOF  Principal  and  Combining  Statements  identified  several  instances 
of  noncompliance.   Accounting  systems  used  for  the  DBOF  were  not  in  compliance 
with  requirements  of  Title  2  of  the  General  Accounting  Office's  "Policies  and 
Procedures  Manual  for  Guidance  of  Federal  Agencies"  and  the  Budget  and  Accounting 
Procedures  Act  of  1950.  Financial  statements  prepared  for  the  DBOF  were  not  in  full 
compliance  with  the  Chief  Financial  Officers  Act  of  1990  as  implemented  by  OMB 
Bulletin  No.  93-02,  "Form  and  Content  of  Agency  Financial  Statements,"  October  22, 
1992.  Reports  to  the  Department  of  the  Treasury  required  by  the  Debt  Collection  Act 
were  inaccurate,  and  a  system  to  monitor  and  report  debts  from  contractors  had  not  yet 
been  implemented.   A  subaccount  for  recording  and  reporting  capital  asset  transactions 
had  not  been  established  as  required  by  the  DoD  Appropriations  Act.  New  activities 
were  added  to  the  DBOF  in  violation  of  the  Defense  Authorization  Act  for  FYs  1992 
and  1993.  Real  properties,  which  by  law  are  under  jurisdiction  of  the  Military 
Departments,  were  improperly  reflected  as  assets  on  the  financial  statements. 

Details  of  the  weaknesses  in  internal  controls  and  compliance  with  laws  and 
regulations  are  discussed  in  Parts  II  and  III  of  the  report,  respectively.  This  report 
contains  no  recommendations  that  are  subject  to  resolution  in  accordance  with 
DoD  7650.3;  accordingly,  comments  are  not  required. 

The  courtesies  extended  to  the  audit  staff  are  appreciated.   If  you  have  any 
questions  on  this  audit,  please  contact  Mr.  F.  Jay  Lane,  Program  Director,  at 
(703)  693-0430  (DSN  223-0430)  or  Mr.  Kent  E.  Shaw,  Project  Manager,  at 
(703)  693-0440  (DSN  223-0440).   The  planned  distribution  of  this  report  is  listed  in 
Appendix  E. 


/UtfA 


Robert  J.  Lieberman 

Assistant  Inspector  General 

for  Auditing 
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Office  of  the  Inspector  General,  Department  of  Defense 

Report  No.  93-134  June  30,  1993 

(Project  No.  2FG-2008) 

AUDIT  REPORT  ON  THE 

PRINCIPAL  AND  COMBINING  FINANCIAL  STATEMENTS 

OF  THE  DEFENSE  BUSINESS  OPERATIONS  FUND  -  FY  1992 


EXECUTIVE  SUMMARY 

Introduction.  The  Chief  Financial  Officers  Act  of  1990  requires  an  annual  audit  of 
funds  such  as  the  Defense  Business  Operations  Fund  (DBOF).  The  DBOF  was 
established  as  a  revolving  fund  in  FY  1992  and  consists  of  various  DoD  components. 
In  FY  1992,  the  DBOF  incorporated  the  revolving  funds  previously  called  the  stock 
and  industrial  funds.  In  addition,  the  Defense  Finance  and  Accounting  Service,  the 
Defense  Commissary  Agency,  and  three  Defense  Logistics  Agency  functions  were 
added  to  the  DBOF.  Functional  and  cost  management  responsibilities  rest  with  the 
Military  Departments  and  Defense  agencies.  The  Comptroller  of  the  Department  of 
Defense  is  responsible  for  the  management  of  DBOF  cash.  Responsibility  for  the 
overall  management  of  the  DBOF  is  unclear.  According  to  the  accompanying  financial 
statements,  the  total  revenue  for  the  DBOF  for  FY  1992  was  $118.8  billion,  total 
expenses  were  $118.7  billion,  and  total  assets  were  $118.1  billion.  Part  IV, 
Appendix  A,  shows  the  reporting  entities  that  comprise  the  DBOF. 

Objectives.  The  overall  objective  of  the  audit  was  to  determine  whether  the  DBOF 
Principal  and  Combining  Financial  Statements  for  FY  1992  were  presented  fairly  in 
accordance  with  generally  accepted  accounting  principles  for  Federal  entities.  We 
evaluated  the  internal  control  structure  and  assessed  compliance  with  applicable  laws 
and  regulations  that  could  have  a  material  effect  on  the  financial  statements.  We  also 
determined  the  usefulness  of  financial  information  reported  to  the  Office  of 
Management  and  Budget,  the  Department  of  the  Treasury  of  the  United  States,  the 
DoD,  and  the  DBOF  managers.  In  performing  the  audit,  we  relied  heavily  upon  the 
work  of  the  Service's  audit  organizations.  Part  IV,  Appendix  B,  shows  the  extent  of 
the  work  performed  by  others.  Part  D7,  Appendix  D,  shows  the  organizations  we 
visited  or  contacted. 

Independent  Auditor's  Opinion.  We  are  issuing  a  Disclaimer  of  Opinion  on  the 
financial  statements.  The  financial  statements  provided  to  us  on  April  7,  1993,  were 
incomplete.  In  addition,  audit  trails  at  three  of  the  five  Defense  Finance  and 
Accounting  Service  Centers  were  not  adequate  to  enable  transaction  testing.  Also, 
accounting  systems  in  place  were  not  adequate  to  provide  the  needed  information  to 
prepare  the  financial  statements.  In  addition,  significant  deficiencies  in  the  internal 
control  structure  and  noncompliance  with  required  laws  and  regulations  added  to  our 
inability  to  express  an  opinion.  Finally,  we  were  not  provided  the  necessary  legal  and 
management  representation  letters  required  by  auditing  standards  for  financial  audits. 

Internal  Controls.  Material  internal  control  weaknesses  existed.  The  material 
weaknesses  in  the  internal  control  structure  resulted  in  transactions  that  were  not 
properly  recorded  or  accounted  for.  Specifically,  cash  transactions  could  not  be 
verified  and  transactions  made  for  or  by  others  were  not  recorded  in  a  timely  manner. 
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There  were  no  eliminating  entries  or  disclosures  on  intrafund  transactions.  The 
financial  statements  were  overstated  and  understated  because  depreciation  was  not 
computed  correctly,  accounts  receivable  were  not  confirmed,  revenue  was  not 
recognized,  and  liabilities  were  not  properly  accounted  for.  We  were  unable  to  ensure 
that  assets  were  safeguarded  against  loss  from  unauthorized  use  because  the  transactions 
recorded  were  not  supported  with  adequate  documentation.  Also,  capital  assets  and 
inventory  were  overstated  and  understated  on  the  financial  statements  because  the 
valuation  methods  were  not  consistently  applied  throughout  the  DBOF  business  areas 
and  physical  inventories  were  not  always  performed  or  reconciled  to  the  financial 
records.  Finally,  we  determined  that  transactions  were  not  executed  in  compliance 
with  existing  guidance.  The  lack  of  reconciliations  resulted  in  inconsistencies  between 
reporting  and  financial  presentation.  The  Weekly  Flash  Cash  Reports  developed  to 
provide  useful  management  information  about  cash  flows  were  inaccurate.  Although 
audit  trails  were  inadequate  for  substantive  testing,  there  was  a  general  lack  of 
uniformity  of  accounting  systems  and  the  Standard  General  Ledger  had  not  been 
implemented.   Part  II  contains  our  report  on  internal  control  weaknesses  identified. 

Compliance  with  Laws  and  Regulations.  Material  instances  of  noncompliance  with 
laws  and  regulations  were  disclosed.  Accounting  systems  used  for  the  DBOF  were  not 
in  compliance  with  requirements  of  Title  2  of  the  General  Accounting  Office's 
"Policies  and  Procedures  Manual  for  Guidance  of  Federal  Agencies"  and  the  Budget 
and  Accounting  Procedures  Act  of  1950.  The  DBOF  Principal  and  Combining 
Financial  Statements  were  not  in  full  compliance  with  the  Chief  Financial  Officers  Act 
of  1990  as  implemented  by  Office  of  Management  and  Budget  Bulletin  No.  93-02, 
"Form  and  Content  of  Agency  Financial  Statements,"  October  22,  1992.  Reports  to 
the  Department  of  the  Treasury  required  by  the  Debt  Collection  Act  were  inaccurate, 
and  a  system  to  monitor  and  report  debts  from  contractors  had  not  yet  been 
implemented.  A  subaccount  for  recording  and  reporting  capital  asset  transactions  had 
not  been  established  as  required  by  the  DoD  Appropriations  Act.  New  activities  were 
added  to  the  DBOF  in  violation  of  the  Defense  Authorization  Act  for  FYs  1992  and 
1993.  Real  properties,  which  by  law  are  under  the  jurisdiction  of  the  Military 
Departments,  were  improperly  reflected  as  assets  on  the  financial  statements. 

Usefulness  of  Financial  Statements.  The  reliability  and  usefulness  of  the  principal 
and  combining  statements  are  questionable.  Although  we  could  not  ascertain  the 
overall  accuracy  of  the  financial  statements,  we  did  note  material  weaknesses  in  the 
internal  control  structure  and  major  discrepancies  in  cash  balances  reported  on  the 
financial  statements  with  balances  maintained  by  the  Department  of  the  Treasury.  The 
footnotes,  which  are  an  integral  part  of  the  financial  statements,  were  not  included. 
Accordingly,  the  usefulness  of  the  statements  is  in  doubt.  In  any  event,  the  audit  will 
significantly  improve  the  accuracy  of  future  financial  information  and  financial 
statements.  Also,  managers  will  have  more  accurate  data  for  use  in  their 
decisionmaking  processes. 

Management  Comments.  We  provided  draft  reports  of  Parts  II  and  III  to 
management  on  May  27,  1993.  We  received  comments  from  the  Acting  Chief 
Financial  Officer  on  June  17,  1993.  Management  generally  agreed  with  the  report,  but 
took  exception  to  our  reportable  conditions  on  inadequate  audit  trails  in  Part  II  and  our 
reported  instances  of  noncompliance  with  the  Budget  and  Accounting  Procedures  Act, 
Title  2,  Office  of  Management  and  Budget  Bulletin  No.  93-02,  and  the  National 
Defense  Authorization  Act  in  Part  III.  Management  comments  are  included  in  their 
entirety  as  Part  VI  of  this  report. 
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This  report  was  prepared  by  the  Financial  Management  Directorate,  Office  of  the 
Assistant  Inspector  General  for  Auditing,  Department  of  Defense.  Copies  of  the  report 
can  be  obtained  from  the  Secondary  Reports  Distribution  Unit,  Audit  Planning  and 
Technical  Support  Directorate  (703)  614-6303  (DSN  224-6303). 
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on  the  Financial  Statements 


170 
Independent  Auditor's  Opinion  on  the  Financial  Statements 

Introduction 

The  Defense  Business  Operations  Fund  (DBOF)  was  created  by  Congress  on 
October  1,  1991,  by  combining  Defense-  and  Service-owned  revolving  funds 
previously  called  the  stock  and  industrial  funds.  In  addition,  the  Defense 
Finance  and  Accounting  Service  (DFAS),  the  Defense  Commissary  Agency, 
and  three  Defense  Logistics  Agency  functions  (the  Defense  Technical 
Information  Center,  the  Defense  Utilization  and  Marketing  Service,  and  the 
Defense  Industrial  Plant  and  Equipment  Center)  were  added  to  the  DBOF. 
Functional  and  cost  management  responsibilities  rest  with  the  Military 
Departments  and  Defense  agencies.  The  Comptroller  of  the  Department  of 
Defense  (DoD  Comptroller)  is  responsible  for  the  management  of  DBOF  cash. 
Responsibility  for  the  overall  management  of  the  DBOF  is  unclear.  The  DBOF 
reported  revenues  of  $118.8  billion,  expenses  of  $118.7  billion,  and  assets  of 
$118.1  billion  on  its  principal  financial  statements  for  1992.  Part  IV, 
Appendix  A,  shows  the  reporting  entities  that  comprise  the  DBOF. 

The  Chief  Financial  Officers  Act  requires  an  annual  audit  of  revolving  funds 
such  as  the  DBOF.  Preparation  of  the  financial  statements  is  the  responsibility 
of  the  DFAS.  Our  responsibility  is  to  express  an  opinion  on  those  statements 
based  on  our  audit. 


Scope 


We  attempted  to  audit  the  Principal  Statements  and  Combining  Statements 
contained  in  the  Annual  Financial  Statement  of  the  Defense  Business  Operations 
Fund  as  of  and  for  the  year  ended  September  30,  1992.  The  Principal 
Statements  were  to  include  a  Statement  of  Overall  Financial  Position,  a 
Statement  of  Operations  and  Changes  in  Net  Position,  a  Statement  of  Cash 
Flows,  a  Statement  of  Budget  and  Actual  Expenses,  and  Notes  to  the  Principal 
Statements. 

An  audit  includes  examining,  on  a  test  basis,  evidence  supporting  the  amounts 
and  disclosures  in  financial  statements,  including  accompanying  Notes.  An 
audit  also  includes  assessing  the  accounting  principles  used  and  significant 
estimates  made  by  management,  as  well  as  evaluating  the  overall  Statement 
presentation.  We  developed  client  profiles  for  key  management  components  of 
the  DBOF  and  developed  cycle  memorandums  that  assessed  the  internal  control 
structure  for  the  Fund  Balances  with  Treasury,  capital  and  operating  budgets, 
and  the  accounting  systems.  This  financial  statement  audit  was  made  during  the 
period  January  1992  through  April  1993.  In  performing  the  audit,  we  relied 
heavily  upon  the  work  of  the  Service's  audit  organizations.  Part  IV, 
Appendix  B  shows  the  extent  of  the  work  performed  by  others.  See 
Appendix  D  of  Part  IV  for  the  organizations  we  visited  or  contacted.  We 
believe  that  our  audit  efforts  provide  a  reasonable  basis  for  our  audit  results. 

Limitations  on  scope  impeded  our  attempt  to  audit  the  statements.  We 
requested    management    and    legal    representation    letters    from    the    DoD 
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Comptroller,  which  also  included  a  request  for  a  management  representation 
letter  from  the  Director,  DFAS.  Because  the  legal  representation  letter  from  the 
DoD  Comptroller  and  the  management  representation  letter  from  the  DFAS 
were  not  provided,  there  was  a  limitation  of  scope.  Additionally,  the  financial 
statements  provided  to  us  were  incomplete. 


Auditing  Standards 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing 
standards  issued  by  the  Comptroller  General  of  the  United  States  as 
implemented  by  the  Inspector  General,  Department  of  Defense,  and  Office  of 
Management  and  Budget  Bulletin  (OMB)  No.  93-06,  "Audits  of  Federal 
Financial  Statements,"  January  8,  1993.  Those  standards  require  that  we  plan 
and  perform  the  audit  to  obtain  reasonable  assurance  about  whether  the 
Principal  and  Combining  Statements  are  free  of  material  misstatements. 


Accounting  Principles 

Accounting  principles  are  currently  being  studied  by  the  Federal  Accounting 
Standards  Advisory  Board.  Generally  accepted  accounting  principles  for 
Federal  entities  are  to  be  promulgated  by  the  Joint  Financial  Management 
Improvement  Program  principals,  based  on  advice  from  the  Board.  In  the 
interim,  Federal  agencies  are  to  use  a  comprehensive  basis  of  accounting  as 
defined  in  OMB  Bulletin  No.  93-02,  "Form  and  Content  of  Agency  Financial 
Statements,"  October  22,  1992.  The  summary  of  significant  policies  included 
in  the  Notes  to  the  Principal  Statements,  when  provided  by  management, 
describes  the  accounting  principles  and  methods  of  applying  those  principles  that 
management  has  concluded  are  the  most  appropriate  for  presenting  the  DBOF's 
significant  assets,  liabilities,  net  position,  results  of  operations,  cash  flows,  and 
reconciliation  to  the  budget. 


Disclaimer  of  Opinion 

We  were  not  able  to  express  an  opinion  on  the  financial  statements  for  several 
reasons.  The  financial  statements  submitted  to  us  were  incomplete  because  the 
required  Notes  to  the  Financial  Statements  and  the  Supplemental  Financial  and 
Management  Information  were  not  provided.  Such  notes  are  integral  parts  of 
the  financial  statements  and  are  necessary  to  ensure  that  the  results  of  operations 
are  fairly  presented  and  fully  disclosed.  In  addition,  because  there  were 
inadequate  audit  trails  at  three  of  the  Defense  Finance  and  Accounting  Service 
Centers  and  because  accounting  systems  in  place  were  not  adequate  to  provide 
the  needed  information  to  prepare  the  financial  statements,  we  do  not  believe 
that  our  audit  attempt  provides  a  reasonable  basis  for  expressing  an  opinion  on 
the  Principal  and  Combining  Statements  of  the  Defense  Business  Operations 
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Fund  as  of  September  30,  1992.  (See  Part  II  for  a  discussion  of  those 
weaknesses.)  Furthermore,  other  significant  deficiencies  in  the  internal  control 
structure  and  instances  of  noncompliance  with  required  laws  and  regulations 
added  to  our  inability  to  express  an  opinion.  (See  Parts  II  and  III  for  details.) 
Also,  a  legal  representation  letter  from  the  DoD  Comptroller  and  a  management 
representation  letter  from  the  DFAS  were  not  provided  to  us  as  required  by  the 
auditing  standards  for  financial  audits.  The  failure  of  management  to  provide 
the  letters  constitutes  in  itself  a  limitation  of  scope  sufficient  to  compel  us  to 
disclaim  an  opinion. 


Additional  Information 

We  also  reviewed  the  financial  information  provided  in  the  Overview  to  the 
Defense  Business  Operations  Fund  for  FY  1992.  Such  information  has  not  been 
audited  by  us;  accordingly,  we  do  not  express  an  opinion  on  that  information. 
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Introduction 

We  audited  the  internal  control  structure  of  the  Defense  Business  Operations 
Fund  (DBOF)  for  the  year  ended  September  30,  1992.  Such  audits  are  a 
requirement  of  the  Chief  Financial  Officers  Act  of  1990  (the  CFO  Act), 
November  15,  1990. 

Management  of  the  DBOF  is  responsible  for  establishing  and  maintaining  an 
internal  control  structure.  In  fulfilling  this  responsibility,  estimates  and 
judgments  by  management  are  required  to  assess  the  expected  benefits  and 
related  costs  of  internal  control  structure  policies  and  procedures.  The 
objectives  of  an  internal  control  structure  are  to  provide  management  with 
reasonable  but  not  absolute  assurance  that  the  following  are  met. 

o  Transactions  are  properly  recorded  and  accounted  for  to  permit  the 
preparation  of  reliable  financial  statements  and  to  maintain  accountability  over 
assets. 

o  Funds,  property,  and  other  assets  are  safeguarded  against  loss  from 
unauthorized  use  or  disposition. 

o  Transactions,  including  those  related  to  obligations  and  costs,  are 
executed  in  compliance  with  laws  and  regulations  that  could  have  a  direct  and 
material  effect  on  the  Principal  Statements  and,  where  applicable,  Combining 
Statements,  and  any  other  laws  and  regulations  that  the  Office  of  Management 
and  Budget  (OMB),  entity  management,  or  the  Inspector  General,  Department 
of  Defense,  has  identified  as  being  significant  for  which  compliance  can  be 
objectively  measured  and  evaluated. 

o  Data  that  support  performance  measures  are  properly  recorded  and 
accounted  for  to  permit  preparation  of  reliable  and  complete  performance 
information. 


Objectives  and  Scope 


The  objective  of  the  audit  was  to  determine  whether  material  internal  control 
weaknesses  existed.  Specifically,  we  determined  whether  the  internal  control 
structure  was  established  to  ensure  that  the  financial  statements  were  free  of 
material  misstatements.  We  considered  the  internal  control  structure  in 
determining  audit  procedures  that  were  needed  in  order  to  express  an  opinion  on 
the  financial  statements.  We  obtained  an  understanding  of  the  internal  control 
policies  and  procedures  and  assessed  the  level  of  control  risk  relevant  to  all 
significant  cycles,  classes  of  transactions,  and  account  balances.  For  those 
significant  control  policies  and  procedures  that  had  been  properly  designed  and 
placed  in  operation,  we  performed  sufficient  tests  to  provide  reasonable 
assurance  that  the  controls  were  effective  and  working  as  designed.  The  tests 
were  performed  on  events  and  transactions  that  occurred  during  FY  1992.  For 
the  purpose  of  this  report,  we  have  classified  the  significant  internal  control 
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objectives  into  the  following  categories:  transactions  properly  recorded  and 
accounted  for,  assets  safeguarded  against  loss  from  unauthorized  use,  and 
transactions  executed  in  compliance  with  existing  regulations.  Our 
consideration  of  the  internal  control  structure  included  all  of  the^categories. 
Our  consideration  of  the  internal  control  structure  would  not  necessarily  disclose 
all  matters  that  might  be  reportable  and,  accordingly,  would  not  necessarily 
disclose  all  conditions  that  are  also  considered  to  be  material  weaknesses. 
Conditions  discussed  will  have  a  material  effect  on  the  FY  1992  DBOF 
Principal  and  Combining  Statements. 

In  conducting  the  audit  we  relied  upon  the  work  of  others.  Financial  statements 
of  the  individual  DBOF  business  areas  belonging  to  the  Services  were  audited 
by  auditors  from  the  Military  Departments  whose  reports  have  been  furnished  to 
us;  therefore,  our  opinion,  insofar  as  it  relates  to  the  amounts  included  for 
Service-owned  business  areas,  with  the  exception  of  the  Fund  Balance  with 
Treasury  line  item,  is  based  solely  on  the  reports  of  the  other  auditors.  Those 
statements  reflect  total  assets  of  $79.0  billion  and  total  revenues  of  $69.8  billion 
for  the  period  ended  September  30,  1992.  See  Part  IV,  Appendix  B,  for  the 
Summary  of  Audit  Work  Performed  by  Others. 

We  did  not  determine  the  reliability  and  completeness  of  the  data  used  to 
support  performance  measures  because  the  General  Accounting  Office  (GAO) 
had  announced  an  audit  (GAO  Code  918760)  to  evaluate  the  DoD's  efforts  to 
develop  and  implement  performance  factors.  The  Inspector  General  Act  of 
1978,  Section  4(c)  requires  that  we  avoid  such  duplication  of  work  with  the 
GAO. 

We  conducted  our  audit  in  accordance  with  generally  accepted  Government 
auditing  standards  issued  by  the  Comptroller  General  of  the  United  States  as 
implemented  by  the  Inspector  General,  Department  of  Defense,  and  OMB 
Bulletin  No.  93-06,  "Audit  Requirements  for  Federal  Financial  Statements," 
January  8,  1993.  Those  standards  require  that  we  plan  and  perform  the  audit  to 
obtain  reasonable  assurance  about  whether  the  Principal  and  Combining 
Statements  are  free  of  material  misstatements. 


Prior  Audit  Coverage 

The  GAO  reviews  that  included  reportable  conditions  similar  to  the  conditions 
we  found  are  outlined  here.  In  addition,  we  have  reviewed  prior  audit  coverage 
by  the  auditing  entities  of  the  DoD  and  the  Military  Services  that  reported 
similar  internal  control  weaknesses  discovered  during  the  audits  of  the  DBOF 
FY  1992  financial  statements. 

The  GAO  report,  "Status  of  the  Defense  Business  Operations  Fund"  (Report 
No.  GAO/AFMD-92-79,  OSD  Case  No.  9089-A),  June  15,  1992,  stated  that 
key  policies  and  systems  necessary  to  run  the  DBOF  in  a  businesslike  manner 
have  not  been  fully  developed  and  implemented.  Policies  involving  cash 
management,  intrafund  transactions,  and  capital  asset  accounting  were  needed 
but  had  not  been  finalized.    In  addition,  accounting  systems  will  not  be  fully 
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operational  for  another  3  years.  The  report  made  no  recommendations; 
however,  the  GAO  suggested  that  if  Congress  extended  the  DBOF  beyond  the 
April  1994  date  called  for  in  the  National  Defense  Authorization  Act  for 
FYs  1992  and  1993,  the  DoD  should  not  be  permitted  to  add  any  new  activities 
to  the  DBOF  in  FY  1994. 

Another  GAO  report,  "Immediate  Actions  Needed  to  Improve  Army  Financial 
Operations  and  Controls"  (Report  No.  GAO/AFMD-92-82,  OSD  Case 
No.  8674-L),  August  7,  1992,  stated  that  a  primary  cause  of  the  breakdown  of 
internal  control  systems  was  the  lack  of  sufficient  commitment  on  the  part  of 
operational  managers  to  first  identify  internal  control  weaknesses  and  then 
ensure  the  weaknesses  were  corrected  within  a  reasonable  period  of  time.  The 
GAO  identified  weaknesses  that  it  considered  material  but  that  were  not 
reported  by  the  Army  in  its  Annual  Statement  of  Assurance  and,  consequently, 
were  not  included  in  the  Secretary  of  Defense's  FY  1991  Annual  Statement  of 
Assurance.  The  weaknesses  the  GAO  identified  included  failure  to  investigate 
or  resolve  abnormal  and  unusual  account  balances;  failure  to  reconcile 
differences  between  general  ledger  and  detailed  records;  and  failure  to  monitor 
accuracy  of  the  inventory  records.  Recommendations  included  clarifying 
responsibilities  for  accuracy  of  financial  data;  ensuring  that  expertise  and 
resources  are  available  to  accomplish  financial  management  improvement 
projects;  identifying  changes  needed  to  improve  the  accuracy  of  existing 
accounting  systems;  ensuring  consistency  of  accounting  policies  and  practices 
and  their  applications;  and  ensuring  compliance  with  existing  asset  control 
procedures.  Of  the  report's  30  recommendations,  the  Acting  Comptroller  of  the 
Department  of  Defense  concurred  with  19,  partially  concurred  with  9,  did  not 
concur  with  1 ,  and  was  still  reviewing  1  when  the  report  was  issued. 

The  GAO  report,  "Examination  of  the  Army's  Financial  Statement  for  Fiscal 
Year  1991"  (Report  No.  GAO/AFMD-92-83,  OSD  Case  No.  8674-M), 
August  7,  1992,  stated  that  tests  of  internal  controls  affecting  or  potentially 
affecting  the  Army's  Principal  Statements  showed  the  internal  controls  could  not 
be  relied  upon  to  achieve  their  intended  objectives.  The  GAO  identified 
material  weaknesses  not  reported  by  the  Army  in  the  Annual  Statement  of 
Assurance;  however,  the  Army  nonconcured,  stating  that  the  areas  needing 
additional  management  attention  did  not  materially  affect  the  Statement.  The 
disagreement  reflects  a  difference  of  opinion  between  the  Army  and  the  GAO 
on  what  constitutes  materiality.  The  large  overall  number  of  internal  control 
weaknesses  prevented  the  GAO  from  expressing  an  overall  opinion  on  the 
Army's  Principal  Statements. 

The  GAO  report,  "Financial  Audit:  Aggressive  Actions  Needed  for  Air  Force 
to  Meet  Objectives  of  the  CFO  Act"  (Report  No.  GAO/AFMD-92-12,  OSD 
Case  No.  8376-L),  February  19,  1992,  noted  pervasive  internal  control 
weaknesses  throughout  the  Air  Force  that  resulted  from  failure  to  follow 
established  procedures  for  reviewing  accounts  for  abnormal  balances  and  for 
reconciling  control  accounts  with  subsidiary  accounts  and  supporting  records. 
The  GAO  recommended  reconciling  disbursements  with  obligations  and 
promptly  correcting  errors,  and  documenting  adjustments  to  subsidiary  records 
and  control  accounts.    The  GAO  also  suggested  that  internal  control  problems 
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both  with  reconciliations  and  with  inadequate  documentation  for  adjustments  be 
included  in  future  Federal  Managers'  Financial  Integrity  Act  (FMFIA)  reports. 

The  GAO  report,  "Financial  Audit:  Air  Force  Does  Not  Effectively  Account  for 
Billions  of  Dollars  of  Resources"  (Report  No.  GAO/AFMD-90-23,  OSD  Case 
No.  8193-A),  February  23,  1990,  stated  the  Air  Force  has  significant  internal 
control  weaknesses.  By  not  performing  reconciliations  and  by  making 
unsupported  adjustments,  the  Air  Force  lost  accountability  and  the  opportunity 
to  determine  and  address  the  causes  of  possible  instances  of  mismanagement, 
fraud,  or  abuse.  The  GAO  recommended  improving  the  accuracy  of  existing 
financial  information,  performing  reconciliations,  and  documenting  adjustments. 
The  Comptroller  of  the  Department  of  Defense  (DoD  Comptroller)  concurred 
with  the  recommendations.  The  GAO  did  not  express  an  opinion  on  the  Air 
Force's  financial  statements  because  of  the  existing  conditions. 

The  GAO  report,  "Financial  Management:  Navy  Industrial  Fund  Has  Not 
Recovered  Costs"  (Report  No.  GAO/AFMD-93-18,  OSD  Case  No.  9287), 
March  23,  1993,  stated  that  the  DoD  had  not  developed  a  cash  management 
policy.  The  GAO  recommended  a  cash  management  policy  be  developed  to 
prescribe  the  minimum  and  maximum  amounts  of  cash  the  DBOF  needs  to 
operate.  According  to  the  report's  Executive  Summary,  management  comments 
were  not  obtained  at  the  request  of  the  Chairman,  Subcommittee  on  Readiness, 
Committee  on  Armed  Services,  House  of  Representatives. 

Audit  coverage  by  the  Department  of  Defense  and  the  Services  included  the 
following. 

The  Air  Force  Audit  Agency  (AFAA)  report,  "Report  of  Audit  on  the 
Management  of  Budget  Clearing  Accounts"  (Project  No.  9265314),  May  24, 
1990,  found  the  internal  controls  were  not  adequate  to  ensure  compliance  with 
established  procedures.  Some  budget  clearing  accounts  were  not  certified 
semiannually  as  required  and  balances  had  remained  in  suspense  accounts  for 
periods  in  excess  of  1  year  because  controls  and  reconciliations  were  not 
effectively  implemented.  Recommendations  included  establishing  controls  to 
monitor  the  receipt  of  the  semi-annual  certifications;  establishing  procedures  to 
age  clearing  account  balances;  and  following  up  on  overaged  accounts. 
Management  concurred  and  revised  Air  Force  regulations  to  correct  the 
weaknesses  noted. 


Results  of  Audit 

Internal  control  weaknesses  existed  that  we  consider  to  be  material  and 
reportable  under  standards  established  by  OMB  Bulletin  No.  93-06.  Reportable 
conditions  are  matters  coming  to  our  attention  relating  to  significant  deficiencies 
in  the  design  or  operation  of  the  internal  control  structure  that,  in  our  judgment, 
could  adversely  affect  the  organizations'  ability  to  effectively  control  and 
manage  its  resources  and  ensure  reliable  and  accurate  financial  information  to 
manage  and  evaluate  operational  performance.  A  material  weakness  in  the 
internal  control  structure  is  a  reportable  condition  in  which  the  design  or 
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operation  of  one  or  more  of  the  elements  of  the  internal  control  structure  does 
not  reduce,  to  a  relatively  low  level,  the  risk  that  errors  or  irregularities  may 
occur.  Such  errors  would  be  in  amounts  that  would  be  material  in  relation  to 
the  financial  statements  being  audited  or  material  to  a  performance  measure  or 
aggregation  of  related  performance  measures,  and  not  be  detected  within  a 
timely  period  by  employees  in  the  normal  course  of  performing  their  assigned 
functions. 

Transactions  Not  Properly  Recorded  and  Accounted  For.  We  were  unable 
to  determine  if  transactions  were  properly  recorded  and  accounted  for  due  to  the 
following  conditions. 

Controls  Over  Cash  Inadequate.  We  could  not  verify  cash  balances  on 
the  DBOF  FY  1992  Consolidating,  Combining,  and  Business  Area  Financial 
Statements  because  three  of  the  five  Defense  Finance  and  Accounting  Service 
(DFAS)  Centers  were  using  improper  accounting  procedures.  Additionally,  we 
identified  a  material  discrepancy  between  cash  balances  reported  by  the  DBOF 
and  Department  of  the  Treasury  (Treasury)  records. 

We  could  not  confirm  the  DBOF  cash  transactions  reported  by  the  DFAS- 
Denver  Center  because  accounting  procedures  used  did  not  provide  adequate 
separation  of  suspense  account  transactions  made  for  the  DBOF  from 
transactions  made  for  the  Air  Force  General  Fund  (appropriation  account  no. 
57X6875).  Those  procedures  resulted  in  comingling  of  the  DBOF  transactions 
with  Air  Force  transactions.  The  reported  balance  in  the  overall  Air  Force 
suspense  account  for  FY  1992  was  $6,508  billion  in  collections  and 
$6,494  billion  in  disbursements;  however,  the  DBOF  portion  of  those 
transactions  could  not  be  determined.  We  originally  reported  $614.0  million  in 
collections  and  $633.0  million  in  disbursements  in  our  draft  report.  Those 
amounts  were  only  the  monthly  totals.  The  updated  figures  are  annual  amounts. 
In  addition,  we  found  that  the  DFAS-Denver  Center,  on  occasion,  improperly 
reported  estimates  of  its  transactions  rather  than  actual  totals  on  the  Statements 
of  Transactions  (DD  Form  1329)  forwarded  to  the  Treasury.  Responsible 
managers  at  the  DFAS-Denver  Center  stated  that  they  used  an  estimate  of  cash 
transactions  whenever  they  had  not  received  the  required  transaction  information 
from  its  disbursing  offices  in  time  to  prepare  their  report  to  the  Treasury.  The 
use  of  estimates  for  these  reports  is  not  authorized  by  DoD  or  Treasury 
guidance  and  does  not  provide  an  accurate  assessment  of  cash  transactions. 

Accounting  procedures  used  by  the  DFAS-Indianapolis  Center  and  the  DFAS- 
Cleveland  Center  precluded  net  disbursements,  totaling  $14.3  million  and 
$26.0  million,  respectively,  from  being  identified  to  the  proper  DBOF  business 
areas. 

We  also  found  a  material  discrepancy  in  year-end  cash  balances  between  DBOF 
financial  statements  and  Treasury  records.  According  to  "DoD  Guidance  on 
Form  and  Content  of  Financial  Statements  for  FY  1992  Financial  Activity," 
December  30,  1992,  the  cash  balances  at  the  consolidating  and  business  area 
levels  should  equal  the  difference  between  cash  disbursements  and  cash 
collections  during  the  fiscal  year.  We  identified  a  variance  of  approximately 
$649  million  between  what  the  Treasury  reported  as  a  reduction  to  the  DBOF 
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appropriation  ($3,160  billion)  and  what  the  business  area  financial  statements 
reported  as  cash  balances  on  the  Fund  Balance  with  Treasury  account 
($2.51 1  billion).  Likewise,  there  was  about  a  $649  million  variance  in  what  the 
Treasury  reported  as  Current  Year  Appropriations  at  the  end  of  FY  1992 
($7,295  billion)  and  what  the  DBOF  Combining  Statements  presented  as  Fund 
Balance  with  Treasury,  Departmental  ($6,646  billion).  We  were  able  to  trace 
the  discrepancy  of  about  $649  million  to  four  business  areas: 

o  Army  Supply  Management 

o  Air  Force  Supply  Management 

o  Defense  Supply  Management 

o  Navy  Distribution  Depot 

At  the  conclusion  of  our  audit  field  work,  we  still  had  not  determined  the  cause 
of  the  discrepancies. 

Transactions  For  and  By  Others  Not  Recorded  in  a  Timely  Manner. 

Timing  differences  in  recording  transactions  resulted  in  variances  between 
records  of  the  DFAS  Centers  and  the  business  areas.  The  financial  statements 
for  each  business  area  must  exclude  Transactions  For  Others  and  include 
Transactions  By  Others.  The  transactions  for  and  by  others  are  not  recorded  at 
the  business  area  level  until  the  transactions  have  been  reviewed  and  accepted. 
This  lag  in  reporting  causes  discrepancies  between  financial  data  at  the  DFAS 
Centers  and  operating  data  at  the  business  areas  and  results  in  "unmatched" 
buyer  and  seller  transactions,  unliquidated  obligations,  and  undistributed 
balances.  The  variances  overstate  accounts  receivable  and  understate  accounts 
payable  at  the  business  areas.  We  found  subsidiary  records  did  not  support 
$2.95  billion  of  unliquidated  obligations  recorded  in  the  Defense  Fuel  Supply 
Center  (DFSC)  trial  balance  portion  of  the  Defense  Logistics  Agency  Supply 
Management  business  area.  The  DFAS  and  the  DFSC  did  not  ensure  the 
accuracy  and  completeness  of  the  recorded  obligations.  Also,  the  subsidiary 
records  were  not  available  in  sufficient  detail  to  support  $492.7  million  of 
undistributed  disbursements  and  $356. 1  million  of  undistributed  collections. 

Elimination  or  Reporting  of  Intrafund  Transactions  Not  Performed. 

Approximately  $17.7  billion  of  intrafund  transactions  among  business  areas  of 
the  DBOF  are  not  properly  identified  or  eliminated  from  the  FY  1992  DBOF 
Combining  or  Consolidated  financial  statements.  This  is  a  result  of  the  lack  of 
specific  DBOF  controls  and  policies  regarding  the  treatment  of  those 
transactions.  In  addition,  the  present  accounting  systems  used  to  record 
disbursements  and  collections  are  not  designed  to  identify  and  retain  the 
intrafund  data  when  both  the  buyer  and  seller  are  DBOF  activities.  Due  to  the 
lack  of  guidance  and  inadequate  accounting  systems,  we  were  unable  to 
determine  what  amount  of  intrafund  transactions  should  have  been  eliminated  or 
disclosed  in  the  DBOF  financial  statements.  The  DoD  Comptroller  estimated 
$17.7  billion  in  intrafund  transactions  for  the  DBOF  during  FY  1992. 
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Depreciation  Computations  Incorrect.  Depreciation  schedules  had  not 
been  developed  for  capital  assets  throughout  the  reporting  entities.  This  caused 
many  of  the  entities  to  incorrectly  report  depreciation.  The  DoD  Manual 
7220.9-M,  "DoD  Accounting  Manual,"  as  amended,  June  17,  1991,  prescribes 
depreciation  guidance  and  subsequent  policies  and  procedures  included  in  the 
DoD  Comptroller's  memorandum  on  "Capital  Asset  Accounting  Guidance  for 
the  Defense  Business  Operations  Fund,"  July  21,  1992.  That  guidance  requires 
that  depreciation  be  computed  using  the  straight-line  method.  The  straight-line 
method  is  based  on  the  original  acquisition  cost  or  reasonable  estimate  divided 
equally  among  accounting  periods  during  the  asset's  useful  life.  For  example, 
Army  Depot  Maintenance  personnel  did  not  accurately  compute  depreciation  of 
the  fixed  assets,  both  because  the  personnel  recorded  incorrect  information  and 
because  personnel  did  not  have  an  accounting  system  that  allowed  them  to 
compute  depreciation.  The  Air  Force  Depot  Maintenance  business  area  did  not 
depreciate  capital  assets  at  their  useful  lives  because  Air  Force  depreciation 
policy  did  not  agree  with  the  guidance  memorandum  issued  by  the  DoD 
Comptroller.  As  a  result,  the  Air  Force  Depot  Maintenance  depreciation  was 
understated  by  $9.7  million. 

Accounts  Receivable  Not  Confirmed  and  Revenue  Not  Recognized. 

Accounts  receivable  and  revenue  balances  were  misstated  due  to  inaccurate 
accounting  entries  and  lack  of  controls  in  place  to  properly  record  those  entries. 
Specifically,  the  Air  Force  Depot  Maintenance  business  area  did  not  recognize 
at  least  $274.0  million  in  revenue  associated  with  work  completed  as  of 
September  30,  1992.  It  also  had  inaccurate  journal  voucher  entries  of 
$221.0  million  to  the  accounts  receivable  and  the  progress  billings  account. 
Also,  the  Air  Force  Transportation  business  area  revenue  was  not  always 
processed  for  billing.  The  AFAA  found  that  about  $9.6  million  of  revenue 
earned  for  the  movement  of  passengers,  cargo,  and  mail  on  established  routes 
was  not  billed.  Finally,  the  Air  Force  Base  Support  accounting  controls  were 
not  in  place  to  record  revenue  and  receivable  transactions  in  the  correct 
accounting  period.  As  a  result,  revenue  of  $7.2  million  and  accounts  receivable 
of  $1.2  million  may  be  materially  misstated. 

Liabilities  Not  Properly  Accounted  For.  Liabilities  of  the  DBOF  were 
misstated  due  to  the  lack  of  accounting  controls  and  the  failure  of  accounting 
personnel  to  follow  the  DoD  Manual  7220.9-M.  The  Navy's  Military  Sealift 
Command  business  area  had  estimated  invalid  accruals  of  $38.1  million  for 
charter  hire,  $145.2  million  for  cargo,  and  $38.1  million  for  supplies  and 
services.  The  invalid  accrual  amounts  were  accrued  in  the  wrong  year,  not 
adequately  liquidated,  and  improperly  written  off.  Additionally,  the  AFAA 
found  that  the  Fuel  Division  of  Air  Force  Supply  Management  purchases  and  its 
disbursements  to  foreign  governments  were  not  properly  accounted  for.  The 
Air  Force  Fuel  Division  did  not  record  or  pay  for  fuel  purchases  away  from 
home  and  did  not  report  $3.9  million  of  off-station  fuel  purchases  in  the  periods 
when  the  transactions  occurred.  Also,  the  Air  Force  Base  Support  did  not 
reconcile  accounts  payable  balances  to  unpaid  bills.  The  payroll  accrual 
procedures  did  not  ensure  accurate  recording  of  payroll  transactions  or  correct 
adjusting  entries  for  payroll  expenses  to  actual  amounts.  Also,  accounting 
controls  were  not  in  place  for  recording  all  valid  payroll  transactions  in  plant 
financial  records  and  reporting  payroll  transactions  in  the  correct  accounting 
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periods.    As  a  result,  $6.6  million  in  payroll  and  related  accrued  liabilities  of 
payables  could  not  be  substantiated. 

Assets  Not  Safeguarded  Against  Loss  From  Unauthorized  Use.    We  were 
unable  to  ensure  that  assets  are  safeguarded  from  unauthorized  use. 

Lack  of  Supporting  Documentation.  Our  substantive  testing  on  the 
Fund  Balance  with  Treasury  account  identified  a  lack  of  supporting 
documentation.  The  DoD  Directive,  5015.2,  "Records  Management  Program," 
March  22,  1991,  requires  the  DoD  Components  to  establish  and  maintain  a 
central  Records  Management  Program  to  ensure  that  DoD  records  are 
maintained  and  managed  from  creation  through  disposal.  We  determined 
subsidiary  records  were  not  available  to  support  adjustments  of  $2.74  billion  in 
the  DFSC  Statement  of  Cash  Flows  and  $1.14  billion  of  other  unfunded 
expenses  in  the  DFSC's  Statement  of  Budget  and  Actual  Expenses.  Army 
Transportation  business  area  accounts  receivable  balances  of  about  $23.7  million 
did  not  have  supporting  documentation,  and  the  accounts  payable  subsidiary 
ledger  incorrectly  contained  debit  balances  of  about  $112.0  million  with  no 
documentation  to  support  the  recorded  entries.  Furthermore,  the  Army 
Transportation  business  area  financial  statement  contained  $28.0  million  of 
unsupported  adjustments.  The  Navy's  Military  Sealift  Command  could  not 
adequately  support  transactions  of  $29.2  million  for  maintenance  and  repair  and 
other  per  diem  items,  $74.0  million  for  cargo,  and  $191.7  million  for  supplies 
and  services.  Managers  of  the  Air  Force  Supply  Management  business  area 
made  adjusting  entries  totaling  $75.0  million  and  the  Fuel  Division  of  Supply 
Management  paid  fuel  vouchers-  totaling  $6.8  million  without  required 
supporting  documents.  As  a  result,  the  $167.0  million  in  accounting 
adjustments  or  the  related  account  balances  reported  in  the  Air  Force  financial 
statements  were  not  substantiated.  The  AFAA  also  found  that  the  Air  Force 
Depot  Maintenance  business  area  made  incorrect  or  unsupported  entries  totaling 
$112.2  million  to  year-end  contract  inventory  accounts  on  the  financial 
statements  because  Depot  Maintenance  had  not  established  effective  procedures 
for  making  adjusting  entries.  As  a  result,  the  $848.3  million  of  Inventory  Not 
Held  For  Sale  could  not  be  substantiated  on  the  Air  Force  Depot  Maintenance 
Statement  of  Financial  Position. 

Capital  Asset  and  Inventory  Not  Valued  Correctly  and  Existence 
Uncertain.  The  valuation  methods  of  reporting  assets  and  inventory  on  the 
DBOF  financial  statements  were  not  consistently  applied  throughout  the 
business  areas.  Also,  physical  inventories  were  not  always  performed  or 
reconciled  to  the  financial  records.  The  DoD  Manual  7220. 9-M  requires 
physical  inventories  of  personal  property  to  verify  the  existence  of  property 
recorded  in  general  ledger  accounts  and  provides  detailed  guidance  on 
reconciling  general  ledger  inventory  accounts  to  subsidiary  property  records. 
The  DoD  Manual  7220. 9-M  also  provides  criteria  for  capitalizing  assets; 
however,  the  threshold  for  asset  capitalization  has  been  increased  to  $15,000  by 
the  "Capital  Asset  Accounting  Guidance  for  the  Defense  Business  Operations 
Fund,"  July  21,  1992.  The  DoD  7200. 14-M,  "Department  of  Defense 
Accounting  and  Reporting  of  Government  Property  Lost,  Damaged,  or 
Destroyed,"  May  16,  1977,  also  provides  procedures  for  reconciling  differences 
as  a  result  of  physical  counts.     We  found  that  the  DFAS  Centers  did  not 
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reconcile  and  match  the  physical  inventory  to  the  financial  records  for  capital 
assets.   Also,  we  found  the  property,  plant  and  equipment  account  classification 

Presented  on  the  DFAS  business  area  financial  statements  was  understated  by 
13.3  million.  In  addition,  the  Defense  Commissary  Agency  (DeCA)  Resale 
Stocks  business  area  did  not  ensure  that  approximately  $800.0  million  of 
inventory  recorded  on  the  general  ledger  agreed  with  the  subsidiary  ledgers. 

The  Army  Depot  Maintenance  business  area  did  not  properly  capitalize 
$87.2  million  of  fixed  assets.  Assets  and  liabilities  were  overstated  by 
$70.0  million  and  $4.0  million,  respectively,  because  two  depot  activities  were 
included  in  the  FY  1992  statements  even  though  they  are  no  longer  Army  Depot 
Maintenance  activities.  The  Navy's  DBOF  fixed  assets  recorded  in  the  financial 
statements  could  not  be  located.  The  DBOF  inventory  records  were  inaccurate, 
and  some  fixed  assets  were  not  recorded  in  the  financial  statements.  The  fixed 
assets  that  were  reported  on  the  financial  statements  were  capitalized  in  error  or 
in  the  wrong  amount  and  often  were  not  removed  from  the  financial  statements 
after  disposal  or  transfer.  As  a  result,  the  Navy's  Consolidated  Statement  of 
Financial  Position  was  understated  by  $177.5  million.  The  Air  Force  Base 
Support  business  area  did  not  accurately  record,  capitalize,  and  value  fixed 
assets.  As  a  result,  the  $5.7  million  fixed  asset  balance  may  be  materially 
misstated. 

The  Army  Depot  Maintenance  business  area  did  not  properly  account  for 
materiel  inventories  valued  at  about  $332.4  million  because  of  inaccurate 
costing  methods  and  poor  record  keeping.  Also,  about  $84.8  million  in  in- 
transit  inventories  reported  in  the  financial  statement  may  be  invalid  because  the 
transactions  were  old  and  supporting  documentation  was  difficult  to  find. 
Additionally,  the  Army  Transportation  inventories  were  valued  at  the  latest 
acquisition  price.  The  Navy  DBOF  physical  inventories  were  not  conducted, 
or,  when  conducted,  were  incomplete.  The  Navy  DBOF  unused  materiel  was 
not  returned  to  the  appropriate  inventory  account  or  recorded  on  financial 
records,  and  stock  levels  were  not  always  reviewed  for  excesses.  As  a  result, 
the  Department  of  the  Navy's  DBOF  Consolidated  Financial  Statements 
contained  $153.0  million  in  gross  inventory  misstatement. 

Transactions  Not  Executed  in  Compliance  with  Existing  Guidance.     We 

identified  the  following  conditions  that  were  not  in  compliance  with  existing 
guidance. 

Lack  of  Reconciliation.  Financial  data  were  not  reconciled  to  ensure 
consistent  reporting  of  the  same  information.  The  August  19,  1991,  "Fiscal 
Year  1992  DBOF  Financial  Management  Guidance,"  issued  by  the  DoD 
Comptroller,  stated  that  disbursement  and  collection  reports  shall  be  reviewed 
and  reconciled  to  the  Statement  of  Transactions  before  being  submitted  to  the 
next  reporting  level.  Each  DFAS  Center's  divisions  and  branches  are 
responsible  for  specific  reports;  however,  we  could  not  identify  one  reporting 
division  or  branch  at  the  DFAS  Centers  performing  any  form  of  reconciliation 
with  the  Statement  of  Transactions,  or  with  another  reporting  division  or 
branch,  before  or  after  the  information  is  transmitted  to  the  Treasury.  This 
condition  results  in  inconsistencies  between  cash  reporting  and  financial 
presentation.    During  our  visits  to  the  DFAS  Centers,  we  determined  that  no 
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reconciliations  of  Fund  Balances  with  Treasury  were  performed  in  FY  1992, 
which  resulted  in  an  unreconciled  difference  of  $15.8  million  between  the 
DFAS  Statement  of  Financial  Position  and  the  General  Ledger.  We  found  the 
DFSC  did  not  coordinate  with  the  DFAS  to,  ensure  that  financial  data  was 
accurate.  The  DFSC  internal  management  control  reviews  required  by  the 
FMFIA  did  not  determine  whether  subsidiary  ledger  accounting  records  were 
periodically  verified  to  supporting  documentation,  did  not  properly  track  and 
report  material  weaknesses,  and  had  not  established  procedures  to  describe  the 
coordination  between  the  DFSC  and  the  DFAS. 

Unreliable  Weekly  Flash  Cash  Reports.  The  Weekly  Flash  Cash 
Reports  cannot  be  relied  on  to  evaluate  cash  working  cycle  needs  of  the  DBOF. 
A  requirement  to  prepare  DBOF  Weekly  Flash  Cash  Reports  was  implemented 
to  aid  management  in  determining  what  the  cash  needs  should  be  for  a  given 
time  frame.  We  determined  that  feeder  reports  from  the  business  areas  did  not 
agree  with  reports  submitted  to  the  DoD  Comptroller  by  the  DFAS-Cleveland 
Center,  Defense  Accounting  Office,  Arlington,  Virginia.  Even  though  the 
DBOF  business  areas  were  providing  Weekly  Flash  Cash  Reports,  the  reports 
were  not  reconciled  and  included  estimates  and  inaccuracies  that  rendered  them 
useless  for  management  cash  flow  decisions. 

Inadequate  Audit  Trails.  The  audit  trails  were  not  sufficient  to  trace  or 
vouch  transactions  at  the  sites  visited.  The  Joint  Financial  Management 
Improvement  Program's  publication,  "Core  Financial  System  Requirements," 
January  1988,  requires  that  systems  provide  audit  trails  that  trace  transactions 
from  source  documents  through  successive  levels  of  summarization  to  the 
financial  statements.  The  audit  trail  should  also  be  traceable  in  reverse.  The 
accounting  systems  at  the  DFAS  Centers  in  Columbus  and  Indianapolis  do  not 
include  document  or  voucher  numbers  for  DBOF  transactions.  The  DFAS 
Centers  report  DBOF  cash  transactions  to  the  Treasury  based  on  feeder 
information  from  disbursing  offices  of  each  Military  Department.  For  example, 
at  the  DFAS-Indianapolis  Center,  the  data  is  summarized  by  the  disbursing 
offices  and  batch  processed  (daily  by  the  Air  Force  and  weekly  for  all  other 
Services)  to  the  DFAS  Center  with  a  batch  number  reference  instead  of  a 
document  or  voucher  number.  A  sample  of  50  summarized  transactions 
selected  from  the  DFAS-Indianapolis  Center's  accounting  system  included  more 
than  7,000  detailed  transactions.  The  detailed  transactions  are  stored  on 
microfiche  organized  by  disbursing  office,  then  by  appropriation.  The  lack  of 
an  audit  trail  made  the  verification  of  account  balances  difficult  at  the  audit 
sites.  The  Air  Force  Transportation  business  area  did  not  have  a  system  in 
place  to  accurately  capitalize  property,  plant  and  equipment.  In  addition,  due  to 
an  incomplete  audit  trail,  the  AFAA  was  unable  to  substantiate  $1.07  billion  of 
revenue  derived  from  the  movement  of  passengers,  cargo,  and  mail  on 
established  routes;  $998.9  million  of  military  personnel  expenses;  and 
$339.9  million  of  property,  plant  and  equipment  at  the  Air  Force  Transportation 
business  area.  Also,  disbursements  of  $546.0  million  were  made  to  commercial 
carriers  without  evidence  from  the  carriers  that  the  services  were  rendered. 

Lack  of  Uniform  Accounting  Systems.  The  accounting  systems  in  use 
by  the  DFAS  Centers  do  not  provide  consistency  in  financial  reporting  or 
comparability  of  information  on  operations  for  the  DBOF.     The  CFO  Act 
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requires  an  agency  Chief  Financial  Officer  to  develop  and  maintain  an 
integrated  agency  accounting  and  financial  management  system.  Such  systems 
are  to  provide  for  complete,  reliable,  consistent,  and  timely  information 
prepared  on  a  uniform  basis  and  responsive  to  the  financial  information  needs  of 
agency  management.  The  DFAS  Centers  are  using  existing  accounting  systems 
to  provide  Service-unique  information,  while  the  DBOF  reporting  requirements 
are  the  same  for  each  Service.  Each  of  the  DFAS  Centers  has  developed  unique 
computer  programs  to  summarize  information  for  reporting  to  the  DBOF.  The 
summarized  information  must  be  collected  from  several  Service-unique  sources, 
which  results  in  a  further  lack  of  comparability  for  data  received  for  the  DBOF 
from  the  DFAS  Centers. 

The  DeCA  did  not  have  an  effective  reporting  system  that  systematically 
summarized  financial  information.  We  found  no  documented  procedures  for  the 
DFSC  to  determine  which  general  ledger  accounts  were  used  to  develop  the 
various  account  classifications  on  the  financial  statements.  We  determined  that 
DFAS  personnel  had  to  crosswalk  Defense  Logistics  Agency  general  ledger 
accounts  to  the  DoD  uniform  chart  of  accounts,  then  crosswalk  the  DoD 
accounts  to  the  account  classifications  on  the  financial  statements.  The 
integrated  general  ledger  systems  of  the  Army's  Depot  Maintenance  and 
Transportation  business  areas  were  not  used  to  produce  the  Army's  FY  1992 
financial  statements.  Instead,  reports  from  the  Departmental  Budget  and 
Reporting  System  were  relied  on  for  preparing  financial  reports.  Similarly,  the 
Air  Force  Transportation  business  area  did  not  have  a  fully  integrated  double- 
entry  accounting  system.  Information  was  gathered  from  automated  and  manual 
systems  to  create  a  consolidated  general  ledger.  The  procedures  used  to  create 
this  general  ledger  were  not  documented,  and  there  was  no  assurance  that  all 
transactions  were  recorded.  The  Air  Force  Supply  Management  automated 
accounting  system  was  not  in  place  to  collect  and  report  expenses  as  required 
and  the  accounting  systems  did  not  generate  sufficient  and  suitable  accounting 
data  to  permit  the  review  and  certification  of  FY  1992  financial  statements. 
Those  conditions  exist  because  the  Standard  General  Ledger  accounts  have  not 
been  incorporated  into  the  DFAS  accounting  systems. 

Lack  of  Standard  General  Ledger.  The  U.S.  Government  Standard 
General  Ledger  (SGL)  has  not  been  fully  implemented  by  the  DFAS  for  the 
DBOF  business  areas  as  required  by  Title  2,  "Accounting"  of  the  GAO's 
"Policy  and  Procedures  Manual  for  Guidance  of  Federal  Agencies."  We 
identified  at  least  seven  different  general  ledger  structures  in  use  by  DBOF 
activities.  The  SGL  is  intended  to  standardize  Federal  accounting  and  to  meet 
the  basic  Federal  financial  statement  and  budget  execution  reporting 
requirements.  The  Military  Departments  and  the  DoD  Components  are  using 
Service-unique  charts  of  accounts  and  are  crosswalking  the  financial  data  from 
the  activities'  general  ledger  accounts  to  the  SGL  for  preparation  of 
management  reports  and  financial  statements.  The  lack  of  a  uniform  general 
ledger  structure  within  the  DBOF  unnecessarily  increases  the  potential  for 
accounting  errors  and  increases  the  level  of  effort  required  to  prepare  routine 
reports  for  the  use  of  other  Government  parties,  such  as  the  Treasury  and  the 
OMB,  and  to  audit  the  financial  statements.  Since  the  crosswalks  in  use  do  not 
always  have  a  one-for-one  relationship  to  the  SGL,  transactions  are  not  properly 
recorded  and  accounted  for  to  permit  the  preparation  of  reliable  financial 
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statements  and  to  maintain  accountability  over  assets.  In  addition,  the  general 
ledger  accounts  in  use  at  the  DFAS  Centers  do  not  adequately  record  the  level 
of  detail  required  in  the  DoD  Comptroller  memorandum,  "Capital  Asset 
Accounting  Guidance  for  the  Defense  Business  Operations  Fund,"  July  21, 
1992.  In  FY  1992,  only  one  of  the  DBOF  activities,  the  DeCA  Resale  Stocks 
business  area,  used  the  DoD  Uniform  Chart  of  Accounts,  which  is  equivalent  to 
the  SGL.  The  Defense  Information  Service  Agency  Information  Services 
business  area  has  contracted  with  the  accounting  firm  of  KPMG  Peat  Marwick 
to  convert  its  accounting  system  to  the  SGL  for  FY  1993. 


Management  Comments 

We  received  comments  on  June  17,  1993,  from  the  Acting  Chief  Financial 
Officer  of  the  Department  of  Defense.  Management  generally  concurred  with 
the  material  weaknesses  identified  in  our  report;  however,  management 
disagreed  with  our  comments  about  an  inadequate  audit  trail.  Management 
stated  the  individual  transactions  retain  an  audit  trail  through  the  first  level  of 
summarization  and  that  each  level  of  consolidation  retains  an  audit  trail. 

Management  disagreed  with  parts  of  our  comments  on  inadequate  controls  over 
cash.  Management  believed  the  $649  million  variance  between  net  disburse- 
ments reported  by  the  Treasury  and  net  disbursements  reported  on  the  financial 
statements  was  a  misstatement  of  fact. 

Management  agreed  in  principle  with  our  comments  on  the  incorrect 
depreciation  computations,  but  noted  the  $9.7  million  understatement  in  the  Air 
Force  Depot  Maintenance  area  was  merely  1.2  percent  of  the  total  depreciation 
expense  for  the  DBOF. 

Management  agreed  in  principle  on  the  lack  of  uniform  accounting  systems,  but 
suggested  there  was  no  evidence  that  the  DFAS  Centers  did  not  prepare  the 
financial  statements  correctly.  The  complete  text  of  management's  comments  is 
at  Part  VI. 


Audit  Evaluation  of  Management  Comments 

We  believe  that  audit  trails  should  be  maintained  in  such  a  way  that  the  auditors 
can  identify  individual  transactions  and  select  samples  in  a  timely  manner  to 
perform  an  audit  within  a  limited  time  frame.  The  progressive  summarization 
of  detail  may  be  efficient  for  operations;  however,  individual  transaction 
identification  is  necessary  for  substantive  testing.  If  audit  trails  are  not 
sufficient  to  collect  reliable  and  relevant  evidence,  we  cannot  render  an  opinion 
on  the  financial  statements  as  a  whole. 
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We  determined  that  the  total  dollars  transferred  to  the  DBOF  and  transfers  from 
the  DBOF  to  other  appropriations  during  FY  1992  resulted  in  an  overall 
available  DBOF  balance  of  $7,295  billion.  We  agree  that  the  $4,135  billion 
Fund  Balance  with  Treasury  is  what  the  Treasury  reported  as  a  balance  for 
September  30,  1992.  Table  1  summarizes  the  transactions  affecting  the  DBOF 
appropriation  during  FY  1992. 


Table  1.  DBOF  Appropriations  Available  for  FY  1992 
and  Fund  Balance  with  Treasury  as  of  September  30.  1992 

(in  millions) 

Initial  Transfer  to  DBOF  from  Existing 

Stock  and  Industrial  Funds  $6,494 

FY  1992  Appropriation  Provided  to  DBOF  3.424 

Funds  Transferred  from  DBOF  as 

Directed  by  Congress  (2.575) 

Transferred  from  DBOF  for  Lease  Payment  (0.048) 

Total  DBOF  Appropriations  Available  for  FY  1992 


Net  Disbursements  Reported  to  Treasury  and  OMB 
Fund  Balance  with  Treasury  as  of  September  30,  1992 
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Our  discussion  of  the  variance  in  reported  disbursements  was  factual.  The  net 
disbursements  recorded  on  the  Combining  Financial  Statements  were 
$2,511  billion  for  FY  1992.  The  net  disbursements  of  $3,160  billion  were 
reported  by  the  DFAS  to  the  OMB  for  FY  1992.  Table  2  shows  the  variance 
between  the  net  disbursements  reported  on  the  Combining  Financial  Statements 
and  to  the  OMB. 


Table  2.  Variance  Between  Net  Disbursements 

Reported  on  Combining  Financial  Statements  and 

Net  Disbursements  Reported  to  the  OMB 


Reported  on 

Reported  to 

Combining 

the  Office 

Consolidated 

Financial 

of  Management 

Business 

Statements 

and  Budget 

Variance 

Areas 

(millions) 

(millions') 

(millions) 

Army 

($1,070.3) 

($1,253.7) 

($183.4) 

Navy 

272.2 

364.6 

92.4 

Air  Force 

(1,172.4) 

(1,972.1) 

($799.7) 

Defense  Agencies 

(399.0) 

(157.0) 

242.0 

DISA 

50.4 

50.4 

DFAS 

120.9 

120.9 

DeCA 

(298.8) 

(298.8) 

Joint  Logistics 

(14,3) 

(14,3) 

Total 


($3.160.0) 


($648,7) 


The  variance  of  about  $649  million  was  acknowledged  by  the  DFAS-Cleveland 
Center,  Defense  Accounting  Office,  Arlington,  Virginia,  by  adjustments  to 
three  Supply  Management  business  areas  and  one  Distribution  Depot  business 
area. 

Regarding  the  Acting  CFO's  comment  on  the  $9.7  million  depreciation 
computation  error,  it  should  be  noted  that  we  did  not  determine  the  overall  net 
error  in  depreciation  computations  for  the  DBOF,  and  the  $9.7  million  error  is 
merely  one  example.  Furthermore,  even  though  the  $9.7  million  in 
depreciation  was  only  1.2  percent  of  DBOF  overall,  the  understatement  of 
depreciation  was  10  percent  of  the  Air  Force  Depot  Maintenance  business  area's 
depreciation  expense.  We  agree,  however,  that  other  problems  and  weaknesses 
discussed  in  this  report  resulted  in  much  greater  distortions  to  the  Principal  and 
Combining  Financial  Statements. 
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Introduction 


We  tested  the  Principal  and  Combining  Statements  of  the  Defense  Business 
Operations  Fund  (DBOF)  for  material  instances  of  noncompliance  with  laws  and 
regulations  for  the  year  ended  September  30,  1992.  Such  tests  are  required  by 
the  Chief  Financial  Officers  Act  (CFO  Act),  November  15,  1990. 


Objectives  and  Scope 

The  objective  of  the  audit  was  to  determine  whether  material  instances  of 
noncompliance  with  laws  and  regulations  existed.  Material  instances  of 
noncompliance  are  failures  to  follow  requirements  of,  or  violations  of 
prohibitions  contained  in  laws  and  regulations.  Such  failures  or  violations  are 
those  that  cause  us  to  conclude  that  the  aggregation  of  the  misstatements 
resulting  from  those  failures  or  violations  is  material  to  the  Principal  and 
Combining  Statements,  or  those  whose  sensitive  nature  would  cause  them  to  be 
perceived  as  significant  by  others. 

Compliance  with  laws  and  regulations  applicable  to  the  DBOF  is  the 
responsibility  of  DBOF  managers.  To  ensure  that  the  DBOF  Principal  and 
Combining  Statements  were  free  of  material  misstatements,  we  tested 
compliance  with  laws  and  regulations  that  may  directly  affect  the  financial 
statements  and  certain  other  laws  and  regulations  designated  by  the  Office  of 
Management  and  Budget  (OMB)  and  the  DoD.  The  laws  and  regulations  tested 
are  identified  in  Part  IV,  Appendix  C. 

The  following  key  laws  and  regulations  were  not  tested  during  the  audit  due  to 
resource  constraints. 

o  Federal  Employees'  Compensation  Act  of  1916 

o  Civil  Service  Retirement  Act  of  1930 

o  Fair  Labor  Standards  Act  of  1938 

o  Federal  Employees  Health  Benefits  Act  of  1959 

o  Civil  Service  Reform  Act  of  1978 

o  Federal  Employees'  Group  Life  Insurance  Act  of  1980 

o  Federal  Credit  Reform  Act  of  1990 

As  part  of  our  audit,  we  reviewed  management's  process  for  evaluating  and 
reporting  on  internal  control  and  accounting  systems  as  required  by  the  Federal 
Managers'  Financial  Integrity  Act  (FMFIA)  and  compared  the  agency's  most 
recent  FMFIA  reports  with  the  evaluation  we  conducted  of  the  entity's  policies, 
procedures,  and  systems  for  documenting  and  supporting  financial,  statistical, 
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and  other  information  presented  in  the  Overview  of  the  Reporting  Entity  and 
Supplemental  Financial  and  Management  Information.  Our  objective,  however, 
was  not  to  provide  an  opinion  on  overall  compliance  with  such  provisions. 

We  conducted  our  audit  in  accordance  with  generally  accepted  Government 
auditing  standards,  issued  by  the  Comptroller  General  of  the  United  States  as 
implemented  by  the  Inspector  General,  Department  of  Defense,  and  OMB 
Bulletin  No.  93-06,  "Audit  Requirements  for  Federal  Financial  Statements," 
January  8,  1993.  Those  standards  require  that  we  plan  and  perform  the  audit  to 
obtain  reasonable  assurance  that  the  DBOF  Principal  and  Combining  Statements 
are  free  of  material  misstatements. 


Prior  Audit  Coverage 

The  DBOF  was  established  on  October  1,  1991.  Since  then,  several  reports 
have  been  issued  by  the  Inspector  General,  Department  of  Defense;  the  General 
Accounting  Office  (GAO);  and  the  Service  agencies  regarding  debt  collection, 
compliance  with  the  Prompt  Payment  Act,  Antideficiency  Act  violations,  and 
DBOF  implementation  procedures. 

The  Office  of  the  Inspector  General,  Department  of  Defense,  Report 
No.  92-021,  "Debt  Collection  and  Deposit  Controls,"  December  13,  1991, 
stated  the  DoD  Components  had  not  implemented  prompt  or  aggressive 
collection  strategies  to  pursue  delinquent  payments  and  that  the  policies  and 
procedures  for  collecting  delinquent  debt  were  not  consistent  with  Federal  laws 
and  regulations.  The  Inspector  General,  Department  of  Defense,  recommended 
that  the  Defense  Finance  and  Accounting  Service  (DFAS)  centralize  control 
over  the  DoD's  debt  collection  and  develop  uniform  operating  procedures.  The 
DFAS  concurred  and  began  implementing  the  recommendations. 

The  Office  of  the  Inspector  General,  Department  of  Defense,  issued  Report 
No.  92-088,  "Defense  Agencies'  Compliance  with  Prompt  Payment 
Procedures,"  May  8,  1992,  and  Report  No.  93-071,  "Consolidated  Report  on 
the  DoD  Wide  Audit  of  Compliance  with  Prompt  Payment  Procedures," 
March  22,  1993.  The  objective  of  both  audits  was  to  determine  whether  bills 
were  being  paid  in  accordance  with  the  provisions  of  the  Prompt  Payment  Act, 
OMB  Circular  A-125,  "Prompt  Payment,"  August  19,  1982,  and  the  DoD 
Manual  7220. 9-M,  "DoD  Accounting  Manual,"  as  amended,  June  17,  1991. 
The  results  of  the  audits  showed  internal  controls  were  not  being  implemented 
as  required  by  the  FMFIA  and  material  internal  control  weaknesses  existed  in 
payment  operations,  including  control  of  supporting  documents  and  records. 
Management  concurred  with  the  recommendations  to  ensure  that  material 
internal  control  weaknesses  in  payment  operations  were  reported  in  the  Annual 
Statements  of  Assurance. 

The  Assistant  Inspector  General  for  Audit  Policy  and  Oversight  issued  the 
"Survey  Report  on  the  Review  of  Processing  of  Violations  of  the  Antideficiency 
Act,"  on  July  31,  1991.  The  objective  of  the  review  was  to  evaluate  the 
adequacy  of  policy  and   procedures  for  processing  potential  and  apparent 

23 


191 
Compliance  with  Laws  and  Regulations 


violations  of  the  Antideficiency  Act  at  the  Office  of  the  Comptroller  of  the 
Department  of  Defense  (DoD  Comptroller),  the  Military  Departments,  and 
selected  field  organizations.  The  review  showed  that  the  decentralized 
administrative  processing  of  potential  and  apparent  violations  of  the 
Antideficiency  Act  has  resulted  in  untimely  reporting  of  violations  to  the 
President  and  the  Congress.  The  review  showed  that  violators  of  the 
Antideficiency  Act  are  given  mild  penalties  for  either  the  violations  or  failure  to 
report  them  in  a  timely  manner. 


Results  of  Audit 

Our  audit  disclosed  several  instances  of  noncompliance  with  laws  and 
regulations  that  materially  affected  the  reliability  of  the  DBOF  Principal  and 
Combining  Statements.  Accounting  systems  used  for  the  DBOF  were  not  in 
compliance  with  requirements  of  Title  2,  "Accounting"  of  the  GAO's  "Policy 
and  Procedures  Manual  for  Guidance  of  Federal  Agencies"  and  the  Budget  and 
Accounting  Procedures  Act  of  1950.  Financial  statements  prepared  for  the 
DBOF  were  not  in  full  compliance  with  the  CFO  Act  as  implemented  by  OMB 
Bulletin  No.  93-02,  "Form  and  Content  of  Agency  Financial  Statements," 
October  22,  1992.  Reports  to  the  Department  of  the  Treasury  (Treasury) 
required  by  the  Debt  Collection  Act  were  inaccurate;  and  a  system  to  monitor 
and  report  debts  from  contractors  had  not  yet  been  implemented.  A  subaccount 
for  recording  and  reporting  capital  asset  transactions  had  not  been  established  as 
required  by  the  Department  of  Defense  Appropriations  Act,  1992.  New 
activities  were  added  to  the  DBOF  in  violation  of  the  Defense  Authorization  Act 
for  FYs  1992  and  1993.  Real  properties,  which  by  law  are  under  the 
jurisdiction  of  the  Military  Departments,  were  improperly  reflected  as  assets  on 
the  financial  statements. 

Budget    and    Accounting    Procedures    Act    of    1950    and    GAO    Title    2. 

Accounting  systems  for  the  DBOF  do  not  meet  accounting  system  requirements 
of  Title  2  of  GAO's  "Policy  and  Procedures  Manual  for  Guidance  of  Federal 
Agencies. "  Under  the  Budget  and  Accounting  Procedures  Act,  the  head  of  each 
Federal  agency  is  responsible  for  establishing  and  maintaining  adequate  systems 
of  accounting  and  internal  controls.  The  Act  also  requires  that  those  systems 
conform  to  the  accounting  principles,  standards,  and  related  requirements 
prescribed  by  the  Comptroller  General.  Appendix  III  to  Title  2  prescribes 
accounting  system  standards  and  requirements  that  agency  heads  must  observe 
in  establishing,  maintaining,  and  reporting  on  their  systems  of  accounting  and 
internal  controls.  That  includes  a  requirement  that  accounting  systems  be 
maintained  on  an  accrual  basis  and  use  the  United  States  Standard  General 
Ledger  Chart  of  Accounts  and  meet  "Core  Financial  System  Requirements"  of 
the  Joint  Financial  Management  Improvement  Program,  January  1988.  The 
systems  must  incorporate  adequate  audit  trails  and  double-entry  accounting. 
Further,  systems  should  include,  for  each  appropriation  or  fund,  accounts  that 
provide  appropriation  records  on  obligations  incurred  and  liquidated  to  assist  in 
controlling  expenditures  and  disbursements  and  in  reporting  the  status  of 
appropriations  and  funds.  Our  audit  identified  material  instances  where 
accounting  systems  were  not  in  compliance  with  those  requirements.     Those 
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instances  of  noncompliance  are  discussed  in  detail  in  Part  II,  Internal  Controls, 
sections  on  Lack  of  Standard  General  Ledger,  Inadequate  Audit  Trails,  and 
Lack  of  Uniform  Accounting  Systems.  Additionally,  we  found  that  the  DFAS 
did  not  disclose  the  value  of  the  use  of  the  facilities  at  three  of  the  five  DFAS 
Centers  (which  we  estimated  to  be  $27.0  million)  as  required  by  Title  2.  The 
Centers  were  provided  to  the  DFAS  at  no  cost  in  FY  1992. 

Chief  Financial  Officers  Act  of  1990.  The  Office  of  the  DoD  Comptroller  did 
not  fully  comply  with  OMB  Bulletin  No.  93-02,  which  implements  the  CFO 
Act.  The  financial  statements  were  not  submitted  to  the  Director,  OMB,  by  the 
required  date,  and  the  financial  statements  were  incomplete.  We  believe  that 
several  factors  contributed  to  the  late  and  incomplete  submission  of  the  financial 
statements. 

o  Many  of  the  DFAS  personnel  tasked  with  preparing  financial 
statements  had  no  prior  experience  with  preparing  financial  statements. 

o  The  accounting  systems  used  were  not  always  able  to  generate 
accurate  accounting  information  in  the  proper  form  to  prepare  the  statements,  so 
accounting  personnel  had  to  rely  on  manual  methods,  electronic  spreadsheets, 
and  estimates  to  prepare  the  statements. 

o  Final  OMB  guidance  on  form  and  content  of  the  financial  statements 
was  not  issued  until  after  the  end  of  the  fiscal  year. 

o  Management  indecision  during  the  year  as  to  who  was  responsible 
for  preparing  the  statements  and  at  what  reporting  levels  they  should  be 
prepared  impeded  planning  for  statement  preparation. 

OMB  Bulletin  No.  93-02  requires  each  agency  to  prepare,  for  each  reporting 
entity  under  the  CFO  Act,  an  Overview  of  the  Reporting  Entity,  Principal 
Statements,  Combining  Statements  (if  applicable),  and  Supplemental  Financial 
and  Management  Information.  The  Notes  to  the  Principal  Statements  are  a 
required  part  of  the  Principal  Statements.  Section  3515  of  the  Act  also  requires 
each  agency  to  submit  its  annual  financial  statement  no  later  than  March  31  of 
the  following  year.  The  Office  of  the  DoD  Comptroller  did  not  provide  the 
financial  statements  to  the  OMB  until  April  2,  1993.  The  statements  were 
incomplete  because  they  lacked  the  required  Notes  to  the  Principal  Statements 
and  the  Supplemental  Financial  and  Management  Information.  Those  are 
integral  parts  of  the  financial  statements  necessary  to  fairly  present  the  results  of 
operations. 

Debt  Collection  Act.  Quarterly  and  annual  reports  to  the  Treasury  on  Accounts 
and  Loans  Receivable  Due  from  the  Public  (Standard  Form  [SF]  220-9)  were 
not  accurately  prepared.  Quarterly  reports  were  understated  by  about 
$60.0  million  because  the  DFAS  did  not  obtain  feeder  reports  for  all  of  the 
DBOF  business  areas.  The  annual  report  was  overstated  by  $4.7  million  due  to 
a  $29.5  million  overstatement  for  the  Defense  agencies'  and  Navy  business 
areas  and  a  $24.8  million  understatement  for  the  Army  and  Air  Force  business 
areas.  The  errors  in  the  annual  report  occurred  because  the  DFAS  did  not 
reconcile  the  amounts  reported  to  Treasury  with  the  Accounts  Receivable,  Net 
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shown  on  the  financial  statements  and  because  a  $12.3  million  error  identified 
by  the  DFAS  was  not  corrected  before  submission  of  the  report  to  the  Treasury. 
We  also  found  that  no  systems  were  in  place  to  manage  the  collection  of  debts 
from  contractors. 

The  Debt  Collection  Act  of  1982  (Public  Law  [P.L.]  No.  97-365)  expanded  the 
rights  given  to  Federal  agencies  by  the  Federal  Claims  Collection  Act  of  1966. 
The  Debt  Collection  Act  authorizes  Federal  agencies  to  assess  interest, 
penalties,  and  administrative  charges  on  debts  owed  by  the  public.  The  Debt 
Collection  Act  also  authorized  the  Government  to  use  such  tools  as  credit 
bureaus  and  debt  collection  agencies  and  authorized  the  assessment  of  interest 
penalties  and  administrative  costs  against  debtors  with  respect  to  debts  owed  to 
the  United  States.  A  debt  is  considered  delinquent  if  it  has  not  been  paid  by  the 
date  specified  in  the  agency's  initial  demand  letter,  unless  satisfactory  payment 
arrangements  have  been  made  by  that  date,  or  if,  at  any  time  thereafter,  the 
debtor  fails  to  satisfy  his  obligations  under  the  payment  agreement.  Once  the 
penalty  has  been  assessed  and  the  appeal  period  has  lapsed,  interest,  penalties, 
and  administrative  costs  should  be  added  to  the  penalty  amount. 

The  SF  220-9,  Report  on  Accounts  and  Loans  Receivable  Due  From  the  Public, 
is  required  on  an  annual  basis  by  the  Treasury  Financial  Manual  for  all 
reporting  entities,  including  those  with  no  receivables.  Entities  with  receivables 
of  less  than  $50.0  million  are  required  to  submit  annually,  and  entities  having 
receivables  of  $50.0  million  or  more  are  required  to  report  quarterly.  The 
OMB  Bulletin  No.  93-02  requires  that  amounts  shown  as  Accounts  Receivable, 
Net-Non-Federal,  agree  with  information  on  the  SF  220-9  report.  The  DFAS  is 
responsible  for  collecting  debts  and  charging  the  prescribed  interest, 
administrative  fees,  and  penalties  for  the  DBOF  and  preparing  and  submitting 
the  required  reports  to  the  Treasury. 

Quarterly  Reports  to  Treasury.  Managers  for  four  of  the  five  Air 
Force  business  areas  did  not  submit  the  required  feeder  reports  to  the  DFAS- 
Cleveland  Center,  Defense  Accounting  Office,  Arlington,  Virginia,  needed  to 
prepare  the  quarterly  DBOF  consolidated  SF  220-9  Reports  on  Loans  and 
Receivables  Due  from  the  Public.  As  a  result,  we  estimated  that  quarterly 
reports  for  second  and  third  quarters  FY  1992  were  understated  by  about 
$60.0  million.  We  were  unable  to  review  the  feeder  reports  for  the  first  quarter 
because  the  Defense  Accounting  Office  had  lost  the  reports.  Responsible 
personnel  at  the  DFAS-Denver  Center  did  not  submit  the  feeder  reports  because 
they  had  misunderstood  the  $50.0  million  reporting  threshold;  they  did  not 
submit  the  required  information  because  the  business  area's  receivables  were 
below  $50.0  million.  Because  the  Defense  Accounting  Office  prepared  a 
consolidated  report  and  the  $50.0  million  threshold  applied  to  the  DBOF  as  a 
whole  rather  than  the  individual  business  areas,  however,  the  consolidated 
quarterly  reports  were  understated.  Also,  the  Defense  Accounting  Office  should 
have  ensured  that  all  business  areas  had  been  included  in  the  consolidated 
reports  before  submitting  the  reports  to  the  Treasury. 

Also,  SF  220-9  feeder  reports  for  all  five  of  the  Air  Force  business  areas  did 
not  report  the  collection  of  interest,  penalties,  or  administrative  costs.    The  trial 


26 


194 


Compliance  with  Laws  and  Regulations 


balances  for  those  business  areas  did  not  indicate  that  such  items  were  being 
collected  as  required  by  the  Debt  Collection  Act. 

Annual  Reports  to  the  Treasury.  The  amounts  shown  as  Accounts 
Receivable,  Net  Non-Federal,  on  the  financial  statements  for  the  DBOF  did  not 
agree  with  the  amounts  submitted  to  the  Treasury  on  the  SF  220-9,  Report  on 
Loans  and  Accounts  Receivable  Due  from  the  Public  for  Fiscal  Year  1992. 
This  occurred  because  the  two  amounts  had  not  been  reconciled  as  required  by 
OMB  Bulletin  No.  93-02.  Table  1  shows  the  differences  between  the  two 
amounts. 


Table  1 .  Variances  Between  Accounts  Receivable  Due  from  the  Public  Shown 
on  the  DBOF  Financial  Statements  and  DBOF  Accounts  Receivable 


Financial 

SF  220-9 

Statements 

Statements 

DoD 

Statements 

Reports 

Overstated 

Understated 

Component 

(Millions) 

(Millions) 

(Millions) 

(Millions) 

Army 

$    7.6 

$    7.9 

$  0.0 

$    .3 

Navy 

117.7 

117.5 

0.2 

0.0 

Air  Force 

93.0 

117.5 

0.0 

24.5 

Defense 

125.8 

96.5 

29.3 

0.0 

DISA1 

0.6 

0.6 

0.0 

0.0 

DeCA2 

124.7 

124.6 

(LQ 

(L0 

Total 


$469.4 


64. 


S24.8 


1  Defense  Information  Systems  Agency 

2  Defense  Commissary  Agency 


Contractor  Debts.  Contractor  debts  are  currently  being  managed  by  the 
DFAS-Columbus  Center.  At  the  time  of  our  audit,  no  system  had  been 
implemented  to  track  debts  from  contractors.  As  a  result,  we  could  not 
determine  whether  such  debts  were  being  properly  managed  and  reported.  The 
DFAS-Denver  Center  is  developing  a  system  to  manage  contractor  debt  and 
expects  to  install  the  system  during  December  1993.  We  examined  the 
documentation  for  the  proposed  system  and  it  appeared  to  meet  requirements  of 
the  Debt  Collection  Act. 

Followup  on  Audit  Report  No.  92-021.  Although  the  DFAS  agreed 
to  centralize  management  of  DoD's  debt  collection  function  and  to  develop 
uniform  operating  procedures,  such  procedures  had  not  been  issued. 
Specifically,  the  DFAS  agreed  by  the  end  of  FY  1992  to: 

o  establish  time  frames  for  carrying  out  each  procedure  in  the  debt 
collection  strategy, 
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o  require  collection  activities  to  periodically  report  whether  they  meet 
the  time  frames, 

o  identify  and  write  off  all  delinquent  debts  that  are  unlikely  to  be 
collected, 

o      require  aggressive  pursuit  of  all  delinquent  debts,  and 

o  standardize  the  implementation  of  all  procedures  required  by  laws 
and  regulations,  including  procedures  for  assessing  interest,  penalties,  and 
administrative  fees  and  for  reporting  uncollectible  debts  to  the  Internal  Revenue 
Service. 

As  of  the  end  of  our  field  work,  April  30,  1993,  those  uniform  operating 
procedures  had  not  been  issued. 

Improvements  to  Debt  Collection.  A  standard  debt  collection  system 
called  the  Defense  Debt  Management  System  has  been  developed  by  the  DFAS- 
Denver  Center  and  should  be  implemented  at  all  DFAS  Centers  by  July  30, 
1993.  The  system  features  on-line  processing,  single-source  data  entry, 
automated  interfaces  from  pay  systems  from  which  debts  originate,  and 
interfaces  with  other  organizations.  Documentation  for  the  system  showed  that 
it  will  satisfy  requirements  of  the  Debt  Collection  Act.  In  addition,  the  DFAS 
has  arranged  for  a  centralized  lockbox  for  its  debt  collections.  A  lockbox  is  a 
collection  and  processing  service  provided  by  a  financial  institution  to  accelerate 
the  flow  of  funds  to  the  Treasury's  General  Account.  This  service  includes 
collecting  the  agency's  mail  from  a  specified  post  office  box;  sorting,  totaling, 
and  recording  the  payments;  processing  the  items;  making  the  deposit;  and 
transferring  the  funds.  Management  told  us  that  the  lockbox  had  eliminated 
three  personnel  positions  and  the  potential  exists  for  eliminating  more  positions 
in  the  future. 

DoD  Accounting  Manual.  Air  Force  Supply  Management-General  Support 
Accounting  Adjustments  were  not  properly  approved  and  documented;  shipment 
discrepancies  were  not  properly  documented;  interfund  accounts  payable 
transactions  were  not  processed  in  the  month  they  occurred;  actual  sales  were 
not  reported  in  financial  statements;  payments  to  contractors  were  not  properly 
documented;  consignments  were  not  separately  disclosed  in  financial  statements; 
and  accounting  adjustments  were  not  approved  and  documented  as  required  by 
the  DoD  Manual  7220.9-M,  "DoD  Accounting  Manual,"  as  amended,  June  17, 
1991. 

Department  of  Defense  Appropriations  Act,  1992,  Section  8121.  Policy 
managers  for  the  DBOF  did  not  take  adequate  steps  to  establish  a  separate 
subaccount  for  DBOF  capital  reserve  funds  as  required  by  the  Defense 
Appropriations  Act.  The  DBOF's  Capital  Budget  for  FY  1992  was 
$1.2  billion.  The  DoD  Comptroller  issued  capital  asset  guidance  on  July  21, 
1992,  that  established  new  general  ledger  accounts  to  distinguish  operating 
funds  from  capital  asset  funds.  The  guidance,  however,  was  not  issued  until 
about  8  months  after  the  law  became  effective;  the  new  accounts  have  not  yet 
been  established  by  the  business  area  managers;  and  it  is  questionable  whether 
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the  business  areas  can  implement  the  guidance  since  only  1  of  the  33  business 
areas  is  using  the  Standard  General  Ledger  (see  Part  II,  Internal  Controls, 
Standard  General  Ledger).  Additionally,  we  found  the  accuracy  of  the  Monthly 
Report  of  Operations  (DD  Form  1307)  used  to  track  capital  asset  purchases 
questionable. 

The  DoD  Appropriations  Act,  1992,  P.L.  102-172,  Section  8121(d),  effective 
November  26,  1991,  required  that  a  separate  subaccount  be  established  for 
recording  and  reporting  all  capital  asset  transactions.  The  subaccount  would 
separate  operating  funds  (funds  used  for  all  transactions  that  are  not  related  to 
the  acquisition  of  capital  assets)  from  capital  asset  funds.  A  capital  asset  is  a 
long-lived  asset  such  as  buildings,  equipment,  and  improvements.  Capital  asset 
transactions  are  those  that  generate  funds  and  recognize  revenue  from  capital 
asset  depreciation,  as  well  as  those  that  generate  minor  construction  surcharges 
included  in  customer  rates,  obligations  for  capital  asset  purchases,  and  outlays 
for  capital  assets.  The  money  for  future  capital  asset  investments  is  generated 
from  depreciation  and  surcharges  included  in  customer  rates.  A  capital 
surcharge  was  applied  by  the  DoD  Comptroller  for  FY  1992  as  a  means  of 
providing  the  initial  seed  money  for  future  capital  asset  investments.  This  initial 
seed  money  totaled  $1.3  billion. 

Each  fiscal  year,  each  business  activity's  annual  operating  budget  identifies  the 
capital  assets  to  be  purchased  during  the  year  and  the  ceiling  limitations  for 
those  assets.  The  business  activities  are  permitted  to  purchase  capital  assets  as 
long  as  they  do  not  exceed  their  capital  budget  ceiling  limitations.  It  was 
assumed  by  the  business  activities  that  since  the  capital  assets  were  in  their 
capital  budgets,  the  money  was  available  to  be  spent  on  capital  investments. 
Therefore,  operating  funds  were  used,  along  with  the  money  that  was  collected 
from  depreciation  and  surcharges  for  capital  assets,  during  the  fiscal  year. 

The  capital  asset  guidance  was  not  issued  in  time  to  allow  the  business  activities 
to  properly  account  for  capital  asset  transactions.  The  accounting  systems  used 
by  the  activities  were  not  updated  to  include  the  new  general  ledger  account 
codes;  therefore,  operating  funds  and  capital  money  were  not  separately 
recorded.  Until  the  capital  reserve  subaccount  is  established  in  the  various 
accounting  systems  used  by  the  DBOF  or  an  alternate  strategy  to  separate  the 
fund  is  developed,  the  improper  use  of  operating  funds  will  continue. 

The  Monthly  Report  of  Operations  is  a  cumulative  summary  operating  report 
used  by  the  Office  of  the  DoD  Comptroller.  Until  early  FY  1992,  each  DoD 
Component  having  one  or  more  industrial  fund  activity  groups  was  required  to 
submit  the  Monthly  Report  of  Operations,  and  DoD  Components  having  one  or 
more  stock  fund  groups  were  required  to  submit  the  Monthly  Management 
Report  (DD  Form  1302).  Since  December  1991,  however,  only  the  Monthly 
Report  of  Operations  has  been  used  to  monitor  operations  within  the  DBOF. 

The  report  is  similar  in  design  to  that  of  an  income  statement,  depicting 
revenues,  expenses,  and  net  results.  Revenue  is  divided  into  three  areas  that 
identify  the  source  of  the  activities'  revenues:  operations,  surcharges,  and  other 
revenue.  Expense  is  divided  into  six  categories  which,  when  totaled,  equal  the 
cost  of  sales.    Net  results,  net  operating  results,  and  unfunded  costs  are  also 
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parts  of  the  report.  In  addition,  two  other  items  were  added  to  the  report  to 
indicate  the  status  of  capital  asset  investments.  Activities  are  to  report  the 
amount  obligated  for  capital  asset  purchases  for  the  year  and  net  outlays  for 
capital  assets  for  the  year  to  date.  Chapter  95  of  DoD  Manual  7220. 9-M 
provides  guidance  for  preparing  the  Monthly  Report  of  Operations. 

Monthly  Report  of  Operations.  The  required  financial  information  for 
the  Monthly  Report  of  Operations  was  inconsistent,  incomplete,  and  inaccurate. 
Guidance  on  the  preparation  of  the  report  did  not  provide  a  crosswalk  to  the 
general  ledger  accounts.  As  a  result,  the  DoD  was  unable  to  effectively  track 
the  true  cost  of  operations  or  monitor  the  capital  budget. 

Prior  to  the  establishment  of  the  DBOF,  guidance  on  the  preparation  of  the 
report  was  provided  in  DoD  Manual  7720.9-M.  That  guidance  stated  that  the 
report  is  to  be  submitted  within  45  days  after  the  end  of  each  month.  If  all 
financial  data  is  not  available  at  the  required  submission  time,  activities  are  to 
"provide  the  best  estimate  of  any  incomplete  data  and  identify  data  as 
estimated."  The  guidance  in  DoD  Manual  7220. 9-M  does  not  provide  a 
crosswalk  indicating  the  general  ledger  accounts  that  should  be  used  in 
preparing  the  monthly  report. 

Headquarters,  DFAS,  issued  a  memorandum  on  October  11,  1991,  which 
revised  the  content  and  format  of  the  Monthly  Report  of  Operations  and 
required  the  report  be  submitted  to  the  DFAS-Washington  Center1  15  working 
days  after  the  end  of  the  month.  However,  this  revision  did  not  provide 
guidance  on  the  preparation  of  the  report,  nor  did  it  provide  a  crosswalk  to  the 
general  ledger  accounts  to  be  used.  Therefore,  each  of  the  DFAS  Centers  had 
to  use  its  own  designated  accounts,  cost  codes  and  various  methods  to  prepare 
the  report.  In  addition,  that  revision  did  not  address  the  issue  concerning 
whether  or  not  estimates  should  still  be  used  if  the  financial  data  is  incomplete. 
The  financial  data  used  to  prepare  the  report  is  supposed  to  be  taken  from  the 
same  accounting  systems  that  generate  the  trial  balances  used  in  preparing  the 
year-end  financial  statements  for  each  of  the  business  activities.  We  performed 
a  comparison  of  the  Purchases  of  Property,  Plant  and  Equipment  shown  on  the 
FY  1992  financial  statement  of  Cash  Flows  from  Non-Operating  Activities, 
with  the  Obligations  and  Net  Outlays  for  capital  equipment.  Our  comparison, 
shown  in  Table  2,  identified  significant  differences  between  the  two  reports. 


1  The  DFAS-Washington  Center  was  disestablished  on  September  30,  1992.  The  Monthly  Report  of  Operations  is 
currently  being  forwarded  to  DFAS-Cleveland  Center,  Defense  Accounting  Office,  Arlington,  VA. 
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Table  2.   Comparison  of  the  Statement  of  Cash  Flows 

with  Obligations  and  Net  Outlays  by  Military  Component 

and  Defense  Agency  Business  Area 


Component 

Army 

Navy 

Air  Force 

DeCA 

DISA 

DLA 

Totals 


FY  1992  Financial 

Monthly  Report 

Statements  — 

of  Operations  ~ 

Statement 

Obligations 

of  Cash  Flows2 

and  Net  Outlays 

Difference 

(Millions) 

(Millions) 

(Millions) 

$519.1 

$   106.0 

($413.1) 

86.6 

205.0 

118.4 

3.2 

403.0 

399.8 

0.0 

2.0 

2.0 

0.4 

0.0 

(0.4) 

85.7 

298.0 

212.3 

$319.0 


2  These  amounts  were  derived  from  line  17,  "Purchases  of  Property,  Plant,  and  Equipment,"  in 
the  Cash  Flows  from  Non-Operating  Activities  section  of  the  Statement  of  Cash  Flows. 

Amounts  on  both  financial  documents  should  be  equal  if  the  same  general  ledger 
accounts  are  used  for  both.  The  Monthly  Report  of  Operations  is  used  by  the 
DoD  Comptroller  to  determine  if  each  business  area  is  operating  within  its 
operating  and  capital  budgets.  We  question,  therefore,  whether  the  DoD 
Comptroller  should  authorize  estimates  to  be  used  for  the  report. 

At  the  present,  personnel  in  the  DoD  Comptroller's  Office  agree  that  the 
financial  information  is  not  very  reliable,  especially  the  information  received 
from  the  old  stock  fund  business  activities,  since  those  business  areas  were  not 
required  to  prepare  the  Monthly  Report  of  Operations  until  the  early  part  of 
FY  1992.  As  an  extra  precaution,  the  DoD  Comptroller  requires  business  area 
managers  to  verbally  inform  that  office  if  it  is  anticipated  that  a  business  area  is 
going  to  exceed  its  budget.  In  addition,  Headquarters,  DFAS,  is  revising  the 
guidance  on  the  preparation  of  the  Monthly  Report  of  Operations.  That  revised 
guidance  will  include  a  crosswalk  indicating  the  general  ledger  accounts  used 
for  each  line  on  the  report.  Until  this  guidance  is  issued,  however,  preparation 
of  the  monthly  report  will  continue  to  follow  the  current  guidance  in 
DoD  Manual  7220.9-M. 

Federal  Managers'  Financial  Integrity  Act  of  1982.  The  DeCA  did 
not  comply  with  FMFIA  requirements.  The  DFAS  and  Air  Force  financial 
managers  either  did  not  accomplish  FMFIA  detail  and  general  reviews  in 
accordance  with  FMFIA  or  did  not  perform  them  adequately. 

OMB  Bulletin  93-02.  The  audit  of  Defense  Business  Operations  Fund 
Depot  Maintenance,  Army  (Army  Audit  Agency  Project  N2-471C)  found  that 
the  DFAS  did  not  follow  DoD  guidance  on  form  and  content  of  FY  1992 
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financial  statements  when  classifying  Army  Depot  Maintenance  business  area 
inventories. 

The  audit  of  the  Fiscal  Year  1992  Consolidating  Financial  Statements  of  the 
Department  of  the  Navy's  Defense  Business  Operations  Fund  (Project  93-0027) 
found  that  financial  statements  were  inaccurate.  For  example,  balances  for 
Material-in-Transit  and  Progress  Payments  were  not  reported,  financial  records 
were  adjusted  to  agree  with  the  financial  statements,  negative  balances  in 
inventory  records  were  not  corrected  and  were  included  on  the  financial 
statements,  and  financial  records  for  the  Military  Sealift  Command  did  not 
accurately  support  and  present  accrual  balances. 

Real  Property  Ownership  Under  10  U.S.C.  §  2682,  Facilities  for  Defense 
Agencies.  Real  properties,  which  by  law  are  under  the  jurisdiction  of  the 
Military  Departments,  were  improperly  reflected  as  assets  on  the  financial 
statements  of  the  DBOF.  Additionally,  depreciation  for  real  property  is  being 
improperly  charged  as  an  expense  to  the  DBOF  business  areas  and  those 
expenses  are  being  improperly  charged  back  to  the  DBOF  customers.  Real 
property  was  included  as  an  asset  on  the  DBOF  records  because  guidance  issued 
by  the  Office  of  the  DoD  Comptroller  on  criteria  for  capitalization  of  assets 
required  business  area  managers  to  include  real  property  on  their  records.  As  a 
result,  assets  were  overstated  by  $2.3  billion  and  depreciation  expenses  were 
overstated  by  about  $135.0  million. 

Section  2682  of  title  10,  U.S.C,  Facilities  for  defense  agencies,  provides: 

The  maintenance  and  repair  of  a  real  property  facility  for  an 
activity  or  agency  of  the  Department  of  Defense  (other  than  a 
military  department)  financed  from  appropriations  for 
military  functions  of  the  Department  of  Defense  will  be 
accomplished  hy  or  through  a  military  department  designated 
by  the  Secretary  of  Defense.  A  real  property  facility  under 
the  jurisdiction  of  the  DoD  which  is  used  by  an  activity  or 
agency  of  the  DoD  (other  than  a  military  department)  shall 
be  under  the  jurisdiction  of  a  military  department  designated 
by  the  Secretary  of  Defense. 

The  DBOF  was  established  under  Section  8121(a)  of  P.L.  102-172,  Department 
of  Defense  Appropriations  Act,  1992.  Section  8121(b)  of  P.L.  102-172 
transferred  to  the  DBOF  "all  assets  and  balances  of  working  capital  funds 
heretofore  established...."  The  establishment  of  the  DBOF,  however,  was 
subject  to  the  provisions  of  10  U.S.C.  §  2208.  The  real  properties  under  the 
jurisdiction  of  the  Military  Departments  were  not  or  are  not  assets  of  those 
working  capital  funds. 

To  implement  Section  8121(b)  of  P.L.  102-172,  the  Office  of  the  DoD 
Comptroller  issued  the  "Capital  Asset  Accounting  Guidance  for  the  Defense 
Business  Operations  Fund,"  July  21,  1992.  The  guidance  states  that  ownership 
of  capital  assets  used  by  the  DBOF  activities  in  providing  goods  or  services 
must  be  recognized  in  the  property  and  financial  records  of  that  business  area. 
Additionally,  the  DoD  Comptroller's  guidance  required  the  DBOF  activities  to 
charge  a  depreciation  expense  on  their  capital  assets,  including  real  property. 
Capital  assets  include,  but  are  not  limited  to,  property,  plant,  and  equipment 
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items  (including  Government-owned  facilities,  property,  and  improvements  to 
property  acquired  under  a  capital  lease),  equipment,  and  software.  Real 
property  includes  land,  buildings,  and  other  facilities  attached  to  the  land. 

Our  review  of  the  financial  statements  disclosed  real  property  shown  as  assets  of 
the  DBOF.  The  real  property  assets  used  by  the  former  Air  Force  and  Army 
industrial  and  stock  funds  have  been  capitalized  to  the  Component  business 
areas  of  the  DBOF.  We  could  not  determine,  however,  if  real  property  used  by 
the  former  Navy  industrial  and  stock  funds  has  been  capitalized  as  DBOF  assets 
because  the  financial  statements  were  incomplete. 

Furthermore,  Section  8121(c)  of  P.L.  102-172  states  that: 

Amounts  charged  tor  supplies  and  services  provided  by  the 
Fund  shall  include  capital  asset  charges  which  shall  be 
calculated  so  that  the  total  amount  of  the  charges  assessed 
during  any  Fiscal  year  shall  equal  the  total  amount  of  (1)  the 
cost  of  equipment  purchased  during  that  Fiscal  year  ...  and 
(2)  the  costs,  other  than  costs  of  military  construction,  of 
capital  improvements  made  for  the  purpose  of  providing 
services  by  the  Fund  [emphasis  added]. 

We  believe  Section  8121  of  P.L.  102-172  is  consistent  with  10  U.S.C.  §  2682. 
If  the  DBOF  managers  wish  to  include  the  costs  of  real  property  in  their  results 
of  operations,  however,  this  can  be  accomplished  through  the  use  of  rental 
agreements  (interservice  support  agreements)  with  the  DoD  Component  that  has 
legal  jurisdiction  over  the  real  property. 

National  Defense  Authorization  Act  for  Fiscal  Years  1992  and  1993,  Section 
316.  Section  316  of  the  Defense  Authorization  Act  prohibits  the  addition  of 
other  functions,  activities,  funds,  or  accounts  of  the  DoD  to  the  Defense 
Business  Operations  Fund.  During  FY  1992,  two  new  activities  were  added  to 
the  DBOF,  the  Defense  Information  Technology  Services  Organization  (DITSO) 
and  the  Joint  Logistics  Systems  Center  (JLSC).  We  believe  making  these 
additions  violated  the  prohibition.  The  DITSO  was  established  to  provide 
information  technology  services  for  the  DoD  Components  within  the  DBOF. 
The  JLSC  was  established  to  oversee  the  development  of  systems  changes  for 
the  supply  management  and  depot  maintenance  business  activities  of  the  DBOF. 

The  National  Defense  Authorization  Act  for  FYs  1992  and  1993  authorized 
appropriations  for  those  fiscal  years  for  military  activities  of  the  DoD,  military 
construction,  and  defense  activities  of  the  Department  of  Energy.  Section  316 
of  the  Act  provides  certain  limitations  on  the  use  of  the  DBOF.  One  such 
limitation  prohibits  the  addition  to  the  DBOF  of  other  functions,  activities, 
funds,  or  accounts  of  the  DoD. 

Defense  Information  Technology  Services  Organization.  On  May  18, 
1992,  the  DITSO  was  established  as  an  activity  governed  by  the  Defense 
Information  Services  Agency.  The  mission  of  the  DITSO  is  to  design, 
engineer,  develop,  test,  field,  maintain,  and  operate  information  systems  and 
networks  for  the  business  activities  within  the  DoD.  Those  products  and 
services  are  to  be  provided  on  a  fee-for-service  basis.    The  DITSO' s  FY  1992 
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customers  included  the  DFAS  Centers  and  selected  portions  of  the  Defense 
Logistics  Agency.  The  DoD  Comptroller  provided  a  funding  allocation  of 
$1.8  million  from  the  DBOF,  enabling  the  DITSO  to  be  established  with  no  net 
increase  in  overall  DoD  resources. 

Joint  Logistics  Systems  Center.  On  February  11,  1992,  the  JLSC  was 
chartered  as  a  Corporate  Management  Center  to  facilitate  the  development  of 
standard  systems  within  the  DoD,  to  manage  systems  development  and 
integration,  and  to  oversee  the  development  of  systems  changes  for  the  supply 
management  and  depot  maintenance  business  activities  of  the  DBOF.  The  JLSC 
will  issue  reimbursable  orders  to  the  Component's  Central  Design  Activities  to 
perform  work  on  approved  supply  management  and  depot  maintenance  system 
support  projects,  which  will  be  funded  through  the  JLSC  capital  budget.  The 
capital  budgets  of  the  Components  were  redistributed  to  the  JLSC  for 
management  oversight  purposes;  therefore,  the  JLSC  does  not  have  any  other 
funds,  except  those  provided  by  the  Components.  The  initial  annual  operating 
budget  for  the  JLSC  was  established  by  transferring  80  percent  of  the  capital 
budget  approved  for  the  Components'  supply  management  and  depot 
maintenance  business  activities.  The  Components  will  continue  to  request  and 
justify  their  capital  budgets  with  oversight  and  approval  of  the  requests  and 
related  projects  provided  by  the  JLSC. 

Prompt  Payment  Act.  The  Prompt  Payment  Act  was  enacted  as  P.L.  97-177 
on  May  21,  1982,  and  was  amended  on  October  17,  1988,  as  P.L.  100-496. 
The  Prompt  Payment  Act  requires  agencies  to  make  payments  on  time,  to  pay 
interest  penalties  when  payments  are  late,  and  to  take  discounts  only  when 
payments  are  made  on  or  before  the  discount  date. 

Prior  audits  of  The  Prompt  Payment  Act  identified  that  Finance  and  Accounting 
Offices  were  not  complying  with  OMB  Circular  A- 125,  all  early  and  late 
payments  were  not  being  reported,  discounts  were  offered  and  not  being  taken, 
interest  penalties  were  being  incurred,  interest  was  not  being  paid  on  late 
payments,  and  payments  were  issued  without  proper  receiving  reports.  We 
identified  that  in  FY  1992,  the  DFAS-Columbus  Center  was  paying  invoices 
late,  payments  were  being  paid  after  the  due  date,  discounts  were  not  being 
taken,  interest  penalties  were  being  incurred,  and  interest  was  not  being  paid  on 
late  payments.  The  DFAS-Columbus  Center  reported  1.7  million  invoices 
totaling  $61.3  billion  subject  to  prompt  payment.  Of  those,  74,000  invoices 
valued  at  about  $2.8  billion  were  reported  by  the  DFAS  as  paid  late.  Interest 
on  the  late  payments  was  reported  at  $8.9  million.  In  addition,  we  found  that 
the  Defense  Commissary  Agency  did  not  comply  with  provisions  of  the  Prompt 
Payment  Act  because  it  did  not  take  advantage  of  offered  discounts. 

Instances  of  Noncompliance  with   DoD  Accounting  Policies.      The  DoD 

Memorandum,  "Interim  Stock  Fund  Policies,"  July  9,  1990,  was  implemented 
in  FY  1991  and  established  the  Cost  of  Operations  Division  (COD)  that  became 
part  of  the  Air  Force  Supply  Management  business  area  of  the  Defense  Business 
Operations  Fund  in  FY  1992.  The  memorandum  required  the  COD  to  account 
for  all  overhead  costs  incurred  by  Air  Force  Supply  Management  and 
Distribution  Depots  business  areas.  The  costs  include  civilian  and  military 
personnel  payroll  expenses,  travel,  supplies,  utilities,  and  depreciation.     The 
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audit  of  Compliance  with  Laws  and  Regulations  and  Management  Issues  Related 
to  Air  Force  Supply  Management  and  Distribution  Depot,  FY  1992  Financial 
Statements  (Project  93068001)  found  that  Air  Force  did  not  properly  identify 
and  assign  COD  positions  to  permit  the  evaluation  of  actual  costs  associated 
with  the  management  of  inventory  control  point  and  distribution  depot  activities. 
We  also  found  Air  Logistics  Centers  did  not  compute  reimbursements  to  the 
military  pay  appropriation  as  required  by  the  DoD  Memorandum,  Interim  Stock 
Fund  Policies,  July  9,  1990. 

Our  audit  of  Defense  Finance  and  Accounting  Service  Revolving  Fund 
Consolidating  Financial  Statements  of  the  Defense  Business  Operations  Fund  for 
FY  1992  (Project  2FG-2004)  found  that  the  DFAS  did  not  develop  depreciation 
schedules  for  capital  assets  based  on  established  useful  life  criteria.  Also,  assets 
had  not  been  transferred  in  to  the  central  design  activities  and  information 
processing  centers  when  capitalized,  nor  had  assets  been  transferred  out  to  the 
DJTSO  when  it  was  established  during  FY  1992  as  required  by  DoD  Manual 
7220.9-M  and  memorandum  guidance  from  the  DoD  Comptroller,  "Capital 
Asset  Accounting  Guidance  for  the  Defense  Business  Operations  Fund," 
July  21,  1992. 

We  considered  these  material  instances  of  noncompliance  in  forming  our 
opinion  on  whether  the  Principal  and  Combining  Statements  are  presented 
fairly,  in  all  material  respects,  in  conformity  with  the  applicable  accounting 
standards  now  in  effect  for  the  preparation  of  the  entity's  financial  statements. 

Except  as  described  above,  the  results  of  our  tests  of  compliance  indicate  that, 
with  respect  to  the  items  tested,  the  managers  of  the  DBOF  complied,  in  all 
material  respects,  with  the  laws  identified  in  Part  IV,  Appendix  C,  of  this 
report,  and  with  respect  to  items  not  tested,  nothing  came  to  our  attention  that 
caused  us  to  believe  that  the  management  had  not  complied,  in  all  material 
respects,  with  those  provisions. 


Management  Comments 

We  received  comments  from  the  Acting  Chief  Financial  Officer  of  the 
Department  of  Defense  on  June  17,  1993.  Management  disagreed  that  they  had 
not  complied  with  the  Budget  and  Accounting  Procedures  Act  of  1950  and  Title 
2.  Management  cited  a  section  in  OMB  Bulletin  No.  93-02  that  states  that 
executive  agencies  should  continue  using  the  applicable  accounting  standards 
now  in  effect  for  the  preparation  of  the  financial  statements,  pending  adoption 
of  Federal  accounting  standards  by  the  principals  of  the  Joint  Financial 
Management  Improvement  Program. 

Management  indicated  that  financial  statements  had  been  provided  to  the  OMB 
on  April  1,  1993,  not  April  7,  1993,  and  DoD  Component  consolidating  and 
business  area  financial  statements  were  presented  with  the  appropriate  Notes  and 
supplemental  information. 
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Management  agreed  with  our  followup  on  Audit  Report  No.  92-021  and  stated 
that  a  standard  automated  system  called  the  Defense  Debt  Management  System 
would  be  implemented  in  mid- 1993. 

Management  did  not  agree  with  our  discussion  on  the  Monthly  Report  of 
Operations.  Management  believed  that  we  referenced  information  that  was 
18  months  out  of  date  (i.e.  the  DoD  Manual  7220.9-M)  and  misled  the  reader  to 
believe  that  the  DoD  has  not  taken  steps  to  correct  known  deficiencies. 

Management  disagreed  with  our  reported  noncompliance  with  OMB  Bulletin 
No.  93-02.  Management  believed  that  the  discussion  on  this  issue  was 
misleading  because  the  Naval  Audit  Service  reviewed  only  4  out  of  20  line 
items. 

Management  also  disagreed  that  the  addition  of  the  D1TSO  and  the  JLSC  to  the 
DBOF  violated  the  National  Defense  Authorization  Act  because  the  two  new 
organizations  did  not  represent  new  functions,  activities,  funds  or  accounts,  but 
rather,  were  a  reorganization  of  activities  already  within  the  DBOF. 

The  complete  text  of  management's  comments  are  in  Part  VI  of  this  report. 


Audit  Evaluation  of  Management  Comments 

Until  Title  2  and  the  Budget  and  Accounting  Procedures  Act  of  1950  are 
repealed  or  rescinded,  Federal  agencies  are  still  required  to  comply  with  them, 
even  though  OMB  Bulletin  No.  93-02  has  reduced  the  level  of  emphasis  on 
Title  2  as  an  accounting  standard.  Subsequent  to  OMB's  release  of  OMB 
Bulletin  No.  93-02,  the  Federal  Accounting  Standards  Advisory  Board 
recommended  and  the  Joint  Financial  Management  Improvement  Program 
approved  a  hierarchy  that  constitutes  an  "other  comprehensive  basis  of 
accounting"  to  be  used  for  preparing  Federal  agency  financial  statements  until  a 
sufficiently  comprehensive  set  of  accounting  standards  are  agreed  to  and 
published.  Using  this  hierarchy,  Title  2  should  still  be  followed.  Under  OMB 
Bulletin  No.  93-02,  however,  agencies  no  longer  have  to  specifically  show 
deviations  from  Title  2  in  their  financial  statements. 

We  were  told  by  OMB  personnel  that  the  OMB  had  received  the  DBOF 
financial  statements  on  April  2,  1993;  therefore,  our  final  report  was  changed 
accordingly.  On  the  DoD  Component  financial  statements,  Notes  to  the 
Consolidating  Statements  for  the  Navy  portions  of  the  statements,  as  well  as  the 
Supplemental  Financial  and  Management  Information  for  the  Army  and  Navy 
portions  of  the  financial  statements,  were  also  not  included  in  the  financial 
statements  presented  for  audit. 

Concerning  management  comments  on  our  followup  on  Audit  Report  No.  92- 
021,  our  followup  addresses  the  fact  that  uniform  written  procedures  had  not 
been  issued  as  agreed.  While  a  standard  automated  system  for  debt  collection  is 
a  definite  benefit,  it,  by  itself,  does  not  satisfy  the  intent  of  the 
recommendations    for    uniform    operating    procedures.        Also,    subsequent 

36 


204 

Compliance  with  Laws  and  Regulations 


discussion  with  management  personnel  in  the  Debt  Collection  branch  of  the 
DFAS-Denver  Center  indicated  that  estimated  savings  from  use  of  the  lockbox 
were  overstated  in  the  draft  report.  Accordingly,  we  have  revised 
management's  estimates  of  projected  savings  from  the  lockbox  in  this  final 
report. 

Although  we  were  aware  of  the  October  11,  1991,  DFAS  memorandum 
"Defense  Business  Operations  Fund  (DBOF)  Reporting  Requirements,"  which 
provided  guidance  on  preparation  of  the  Monthly  Report  of  Operations,  the 
memorandum  did  not  address  the  problems  identified  in  our  report  regarding  a 
crosswalk  to  the  general  ledger.  Nevertheless,  we  have  revised  our  report  to 
reflect  this  October  11,  1991,  guidance. 

Regarding  compliance  with  OMB  Bulletin  No.  93-02,  the  Naval  Audit  Service 
audited  specific  line  items  from  the  financial  statements.  Those  line  items 
represent  amounts  that  were  material  in  relation  to  the  financial  statements. 
Line  items  audited  totaled  $25.2  billion,  which  is  80.6  percent  of  total  assets 
and  $7.8  billion  of  total  liabilities  for  Navy  DBOF.  Also,  those  line  items 
affected  specific  line  items  from  the  Statement  of  Operations  (and  Changes  in 
Net  Position);  the  Statement  of  Cash  Flows  (Indirect)  or  the  Statement  of 
Budget  and  Actual  Expenses.  For  these  reasons,  we  do  not  believe  that  our 
report  is  erroneous  or  misleading. 

We  continue  to  believe  that  the  addition  of  the  JLSC  and  the  DITSO  to  the 
DBOF  violated  the  prohibitions  of  section  316  of  the  Defense  Authorization  Act 
for  Fiscal  Years  1992  and  1993  which  prohibits  the  addition  of  other  functions, 
activities,  funds,  or  accounts  of  the  DoD  to  the  DBOF.  Both  of  these 
organizations  were  established  in  FY  1992  and  added  as  DBOF  business  areas 
and  were  not  specifically  mentioned  in  P.L.  102-172  for  inclusion  in  the  DBOF. 
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Appendix  A.   Financial  Statement  Reporting 

Structure  for  the  Defense  Business 
Operations  Fund 
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Appendix  B.  Summary  of  Audit  Work  Performed  by  Others 
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Appendix  C.  Laws  and  Regulations  Reviewed 

Antideficiency  Act,  Public  Law  (P.L.)  93-344,  February  27,  1906 

Budget  and  Accounting  Procedures  Act  of  1950,  September  12,  1950 

Military  Construction  Codification  Act,  P.L.  97-214;  10  U.S.C.  §  2682, 
July  12,  1982 

Federal  Managers'  Financial  Integrity  Act  of  1982,  P.L.  97-255, 
August  19,  1982 

Debt  Collection  Act,  P.L.  97-365,  October  25,  1982 

Prompt  Payment  Act  of  1988,  P.L.  100-496,  October  17,  1988 

Chief  Financial  Officers  Act  of  1990,  P.L.  101-576,  November  15,  1990 

Department  of  Defense  Appropriations  Act,  1992,  P.L.  102-172,  Section  8121, 
November  26,  1991 

National  Defense  Authorization  Act  for  Fiscal  Years  1992  and  1993, 
P.L.  102-190,  Section  316,  December  13,  1991,  as  amended  by  the  National 
Defense  Authorization  Act  for  Fiscal  Year  1993,  P.L.  102-484,  Section  341, 
October  2,  1992 

Joint  Financial  Management  Improvement  Program  Core  Financial  System 
Requirements  (FFMSR-1,  January  1988) 

Treasury  Financial  Manual,  June  12,  1990 

U.S.  Standard  General  Ledger,  November  12,  1992 

General  Accounting  Office's  "Policy  and  Procedures  Manual  for  Guidance  of 
Federal  Agencies,"  Tide  2,  "Accounting,"  May  18,  1988 

OMB  Bulletin  93-02,  "Form  and  Content  of  Agency  Financial  Statements," 
October  22,  1992 

DoD  7220.9-M,  "DoD  Accounting  Manual,"  as  amended,  June  17,  1991 

"DoD  Guidance  on  Form  and  Content  of  Financial  Statements  for  FY  1992 
Financial  Activity,"  December  30,  1992 
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Appendix  D.   Organizations  Visited  or  Contacted1 

Office  of  the  Secretary  of  Defense 

Office  of  the  Comptroller  of  the  Department  of  Defense,  Arlington,  VA 

Department  of  the  Navy 

Headquarters,  U.S.  Marine  Corps,  Arlington,  VA 

Office  of  the  Comptroller,  Department  of  the  Navy,  Washington,  DC 

Defense  Agencies 

Headquarters,  Defense  Finance  and  Accounting  Service,  Arlington,  VA 
Defense  Finance  and  Accounting  Service  Center,  Cleveland,  OH 
Defense  Accounting  Office,  Cleveland  Center,  Pensacola,  FL^ 
Defense  Accounting  Office,  Cleveland  Center,  Arlington,  VA3 
Defense  Finance  and  Accounting  Service  Center,  Columbus,  OH 
Defense  Finance  and  Accounting  Service  Center,  Denver,  CO 
Defense  Finance  and  Accounting  Service  Center,  Indianapolis,  IN 

U.S.  Transportation  Command,  Scott  Air  Force  Base,  Belleville,  IL 

Defense  Information  Systems  Agency,  Arlington,  VA 

Defense  Information  Technology  Service  Organization,  Denver,  CO 
Defense  Information  Technology  Service  Organization,  Columbus,  OH 

Defense  Logistics  Agency,  Alexandria,  VA 

Non-Defense  Federal  Organizations 

Department  of  the  Treasury,  Washington,  DC 

Office  of  Management  and  Budget,  Washington,  DC 

General  Accounting  Office,  Washington,  DC 

Federal  Accounting  Standards  Advisory  Board,  Washington,  DC 


1  Organizations  visited  or  contacted  by  the  Service's  audit  organizations  are  not  included  in  this  Appendix. 

2  Formerly  the  Financial  Information  Processing  Center,  Naval  Education  and  Training  Program  Management 
Support  Activity. 

3  Formerly  the  Naval  Regional  Finance  Center,  Navy  Accounting  and  Finance  Center. 
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Appendix  £.   Report  Distribution 


Office  of  the  Secretary  of  Defense 

Assistant  Secretary  of  Defense  (Public  Affairs) 

Comptroller  and  Chief  Financial  Officer  of  the  Department  of  Defense 

Deputy  Chief  Financial  Officer  of  the  Department  of  Defense 


Department  of  the  Army 

Secretary  of  the  Army 

Assistant  Secretary  of  the  Army  (Research,  Development  and  Acquisition) 

Inspector  General,  Department  of  the  Army 

Auditor  General,  Army  Audit  Agency 


Department  of  the  Navy 

Secretary  of  the  Navy 

Commandant  of  the  Marine  Corps 

Assistant  Secretary  of  the  Navy  (Financial  Management) 

Comptroller  of  the  Navy 

Auditor  General,  Naval  Audit  Service 


Department  of  the  Air  Force 

Secretary  of  the  Air  Force 

Assistant  Secretary  of  the  Air  Force  (Acquisition) 

Assistant  Secretary  of  the  Air  Force  (Financial  Management  and  Comptroller) 

Auditor  General,  Air  Force  Audit  Agency 
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Defense  Agencies 

Defense  Finance  and  Accounting  Service 

Defense  Finance  and  Accounting  Service-Cleveland  Center 
Defense  Accounting  Office,  Pensacola,  FL 
Defense  Accounting  Office,  Arlington,  VA 

Defense  Finance  and  Accounting  Service-Columbus  Center 

Defense  Finance  and  Accounting  Service-Denver  Center 

Defense  Finance  and  Accounting  Service-Indianapolis  Center 
U.S.  Transportation  Command 
Defense  Information  Systems  Agency 

Defense  Information  Technology  Service  Organization 
Defense  Logistics  Agency 

Non-Defense  Federal  Organizations 

Department  of  the  Treasury 
Office  of  Management  and  Budget 
U.S.  General  Accounting  Office 

Accounting  and  Financial  Management  Division 

National  Security  and  International  Affairs  Division  Technical  Information  Center 
Federal  Accounting  Standards  Advisory  Board 
Joint  Financial  Management  Improvement  Program 

Chairman  and  Ranking  Minority  Member  of  Each  of  the  Following  Congressional 
Committees  and  Subcommittees: 

Senate  Committee  on  Appropriations 

Senate  Subcommittee  on  Defense,  Committee  on  Appropriations 
Senate  Committee  on  Armed  Services 
Senate  Committee  on  Governmental  Affairs 
House  Committee  on  Appropriations 

House  Subcommittee  on  Defense,  Committee  on  Appropriations 
House  Committee  on  Armed  Services 
House  Committee  on  Government  Operations 

House  Subcommittee  on  Legislation  and  National  Security,  Committee  on  Government 
Operations 
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Part  V  -  Principal  and  Combining 
Financial  Statements  of  the 
Defense  Business  Operations 
Fund  -  FY  1992 


214 


Defense  Business  Operations  Fund  Financial  Statements  -  FY  1992 


OFTCI    OF   THE    COMPTROLiE*   OF   THE    DEPARTMENT   OF    DEFENSE 
WASHINCTON     OC    Z010MI00 


APR      i  1933 


MEMORANDUM  FOR  ASSISTANT  INSPECTOR  GENERAL  FOR  AUDITING.  DOD 


SUBJECT : 


Transmittal  of  Defense  Business  Operations  Fund 
Financial  Statements  on  FY  1992  Financial  Activity 


Attached  are  Financial  Statements  for  the  Defense  Business 
Operations  Fund  (Fund)  on  FY  1992  financial  activity.   These 
statements  are  submitted  for  audit  as  required  by  the  Chief 
Financial  Officers  Act  of  1990.   The  Fund's  annual  financial 
statements  include  the  following  DoD  Component  reporting  entity 
and  Consolidating  reports: 

••  Defense  Business  Operations  Fund  Principal  Statements 

••  Defense  Business  Operations  Fund  Combining  Statements 

••  Army  Defense  Business  Operations  Fund 

••  Navy  Defense  Business  Operations  Fund 

••  Air  Force  Defense  Business  Operations  Fund 

•*  Defense  Logistics  Agency  Defense  Business  Operations  Fund 

•*  Defense  Information  Systems  Agency  Defense  Business 

Operations  Fund 
•*  Defense  Finance  and  Accounting  Service  Defense  Business 

Operations  Fund 
••  Defense  Commissary  Agency  Defense  Business  Operations  Fund 
••  Joint  Logistics  Systems  Center  Defense  Business  Operations 

Fund. 

The  financial  statements  do  not  include  "Notes  to  the 
Principal  Statements"  for  the  Fund's  Principal  Statements  and 
"Notes  to  the  Consolidating  Statements"  for  the  Navy  portions  of 
the  statements;  or  the  "Supplemental  Financial  and  Management 
Information"  for  the  Army  and  Navy  portions  of  the  financial 
statements.   Those  sections  are  expected  to  be  transmitted  to 
your  office  by  mid-April,  1993. 

My  staff,  and  those  of  the  DoD  Components  are  available  to 
provide  assistance  and  information  that  you  may  require  in  the 
upcoming  audit  of  these  financial  statements.   This  office  will 
work  with  your  staff  to  make  those  adjustments  and  improvements 
necessary  to  ensure  the  financial  statements  present  fairly,  in 
all  material  respects,  the  assets,  liabilities,  and  net  finan- 
cial position,  of  the  Defense  Business  Operations  Fund  as  of 
September  30,  1992.  .  - 


&&£. 


Alvin  Tucker 
Acting   Chief    Financial   Officer 


Attachmen: 


49 


215 
Defense  Business  Operations  Fund  Financial  Statements  -  FY  1992 


OVERVIEW  TO  THE 

DEFENSE  BUSINESS 

OPERATIONS  FUND 
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Defense  Business  Operations  Fund  Financial  Statements  -  FY  1992 


DEFENSE  BUSINE38  OPERATIONS  ?UND  OVERVIEW 

I.     BACKGROUND 

X.    Eatabliahment  of  the  Defense  Business  Operations  Fund 

The  Department  of  Defense  expanded  the  use  of  businesslike 
financial  management  practices  through  the  establishment  of  the 
Defense  Business  Operations  Fund  (Fund)  on  October  1,  1991.   The 
Fund  operates  with  financial  principles  that  provide  improved 
cost  visibility  and  accountability  to  enhance  business  management 
and  improve  the  decision  making  process.   The  Fund  builds  on 
revolving  fund  principles  previously  used  for  industrial  and 
commercial -type  activities.   Successful  implementation  of  the 
Fund  is  essential  to  achievement  of  the  following  initiatives: 
(1)  consolidating  like  functions,  (2)  increasing  cost  visibility, 
and  (3)  realizing  significant  monetary  savings  through  better 
business  practices. 

Revolving  funds  were  originally  established  to  satisfy 
recurring  Department  of  Defense  requirements  using  a  businesslike 
buyer-and-seller  approach  in  their  operation.   The  generators  of 
requirements  justify  the  need  for  funds  to  the  Congress,  but  are 
hot  always  the  organizations  that  execute  the  requirement.   In 
some  instances,  the  "requirers"  or  "customers"  contract  with  the 
DoD  organizations,  the  "providers"  or  "sellers,"  who  have 
expertise  in  the  service  or  product  required.   The  customers  and 
providers  operate  under  business-type  financial  management 
principles.   Revolving  funds  provide  the  best  financial  structure 
for  businesslike  operations. 

The  establishment  of  the  Fund  does  not  change  any  previous 
organizational  reporting  structure  or  command  authority 
relationship.   Combining  business  activities  under  a  single 
treasury  code  allows  consolidation  of  cash  management,  while 
functional  and  cost  management  responsibilities  remain  with  the 
Military  Departments  and  Defense  Agencies. 

B.   Evolution  of  Revolving  Funds 

Revolving  funds  have  been  in  use  by  the  military  for  a 
considerable  period  of  time.   In  fact,  the  Navy  had  a  revolving 
fund  as  early  as  1878.   Modern  day  revolving  fund  authority  is 
provided  by  the  National  Security  Act  of  1947,  as  amended  (Title 
10  U.S.C.  Section  2208)  which  allows  the  Secretary  of  Defense  to 
establish  revolving  funds  as  a  means  of  more  effectively 
controlling  the  cost  of  the  work  performed  by  DoD. 

Revolving  fund  activities  as  established  in  the  1950's  and 
1960's  have  evolved  into  two  distinct  categories.   The  first 
category  (stock  funds)  dealt  with  procuring  materiel  in  volume 
from  commercial  sources  and  holding  it  in  inventory. 
Subsequently,  the  fund  sold  this  rateriel  to  the  Military  Service 
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customer  in  order  to  achieve  weapon  systems  readiness  and  provide 
required  personnel  support  items.   The  second  category 
(industrial  funds)  served  activities  that  provided  industrial  and 
commercial  goods  and  services  such  as  depot  maintenance, 
transportation,  and  research  ana  development.   Both  types  of 
revolving  funds  were  financed  primarily  by  reimbursements  from 
customers'  appropriated  funds. 

Beginning  in  FY  1991,  the  distinction  between  the  two 
categories  of  funds  began  to  disappear  with  the  addition  of 
operating  costs  to  the  stock  funds.   One  of  the  major 
distinctions  between  stock  and  industrial  funds  before  FY  1991 
had  been  the  charging  for  overhead  operations  costs,  as  the 
industrial  funds  procedures  included  recovery  of  these  costs. 
This  change  to  stock  funds  was  made  in  recognition  of  the  fact 
that  the  selling  prices  to  customers  of  both  categories  of 
revolving  funds  should  include  all  the  costs  of  providing 
materiel  or  industrial  goods  and  service.   By  identifying  all  of  ' 
the  costs  of  providing  a  service,  and  giving  the  manager  the 
authority  and  flexibility  to  make  trade-off  decisions,  more  can 
be  done  to  control  costs  and  promote  efficiencies.   Without 
identification  of  all  applicable  costs,  the  ability  of  a  manager 
to  control  costs  and  promote  efficiencies  are  unnecessarily 
limited. 


IZ.       OPERATIOH1L    OVTOvTEW 

X.   purpose 

The  primary  goal  of  implementing  the  Fund  is  to  provide  a 
business  management  structure  that  encourages  managers  and 
employees  of  DoD  support  organizations  to  provide  quality 
products  or  services  at  the  lowest  cost.   A  major  feature  of  this 
business  management  structure  is  increased  emphasis  on  business 
operations.   This  business  operations  structure  identifies  each 
business  area,  the  products  or  services,  and  the  total  cost  of 
operations  within  that  business  area. 

Under  this  structure,  customers  establish  requirements  and 
are  charged,  through  the  rate  structure,  for  the  cost  of 
industrial  and  coanexical-type  services  and  products  provided. 
Providers,  in  turn,  produce  quality  goods  and  services  which 
satisfy  customer  requirements  at  the  lowest  cost.   In  other 
words,  support  organizations  incur  costs  based  on  customer 
orders.   This  linkage  of  support  costs  to  customer  funding 
ensures  batter  communication  between  the  customer  and  the 
provider.   By  making  the  producing  organization  responsible  for 
managing  all  costs  associated  with  delivering  the  goods  or 
services,  those  managers  will  identify  cost  drivers  and  can  focus 
their  management  improvement  efforts  accordingly.   Better  cost 
visibility  enables  managers  at  all  levels  to  make  informed 
decisions. 
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Applying  the  concept  of  managing  to  total  cost  provides 
increased  flexibility  to  both  customers  and  providers.   Customers 
have  the  visibility  of  the  true  costs  of  their  support 
requirements,  so  that  effective  trade-off  decisions  can  be  made 
on  the  level  of  support  service  they  require  as  they  assess 
operational  demands.   Providers,  on  the  other  hand,  have  the 
visibility  of  their  total  costs  in  satisfying  customer 
requirements,  so  that  processes  used  in  producing  the  goods  or 
providing  the  services  can  be  evaluated  and  improvements  and 
efficiencies  implemented. 

The  Fund  also  provides  the  framework  for  evaluating 
investment  requirements  in  terms  of  operational  costs.   For 
example,  if  a  manager  can  determine  that  an  investment  will  help 
achieve  long-term  lower  costs,  there  is  more  of  an  incentive  to 
make  that  investment.   All  capital  investments  are  depreciated 
and  those  depreciation  costs  then  become  part  of  the  operating 
cost  of  providing  a  product.   Benefits  accrue  to  the  business  and 
savings  are  realized  when  payback  is  achieved  faster  than  the 
depreciation  schedule.   Reduced  production  costs  for  the  provider 
translate  to  reduced  prices  for  the  customer,  thereby  enabling 
the  Department  to  more  effectively  accomplish  its  mission  within 
available  resources. 

The  Fund  achieves  the  desired  result  of  expanding  the 
relationship  between  the  customer  (normally  the  operating  forces) 
and  the  provider  (the  support  establishment) .   The  Fund  expands 
the  availability  of  business  management  information  and  provides 
a  structure  that  supports  the  customer-provider  relationship. 
The  focus  is  on  quality  customer  service  at  reduced  costs. 

B.    vision 

A  significant  segment  of  the  Department  provides  goods  and 
services  similar  to  those  provided  in  the  general  economy.   It 
has  been  demonstrated  throughout  history  that  a  "market  economy" 
provides  the  most  effective  method  of  apportioning  resources 
among  competing  requirements.   The  underlying  concept  of  the  Fund 
is  that  procedures  developed  by  private  corporations  operating  in 
the  general  economy  can  be  applied  to  the  support  establishment. 
With  the  establishment  of  a  market  based  economic  system  in  the 
support  establishment,  both  the  provider  and  the  recipient  or 
customer  of  goods  and  services  will  be  made  to  focus  on  the  most 
efficient  method  of  accomplishing  assigned  missions. 

To  provide  the  business  areas  of  the  Department  the  tools  to 
increase  their  effectiveness  and  efficiency,  a  number  of 
initiatives  are  underway.   These  initiatives  include  the 
consolidation  of  accounting  and  financial  services  and  the 
development  of  standard  systems  through  the  Business  Information 
Management  effort.   Within  these  initiatives,  there  will  be 
standard  cost  systems;  integrated  systems  that  will  ensure  the 
consistency  of  information  and  therefore  the  usefulness, 
timeliness,  and  accuracy  of  information  available  to  managers  at 
all  levels;  and  financial  systers  that  comply  with  the  Chief 
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Financial  Officers  Act  and  other  guidance  on  accounting 
principles  and  standards.   These  initiatives  will  ensure  that  the 
same  information  will  be  available  for  costing,  management,  and 
budgeting,  including  improved  valuation  and  information  on 
inventory,  labor  costs,  overhead  costs,  capital,  and  revenue. 
Under  way  is  the  development  of  new  inventory  valuation  policies 
and  methods.   Currently  inventory  held  for  sale  is  valued  at  the 
latest  acquisition  price  in  lieu  of  a  stabilized  price. 
Inventory  identified  as  excess  is  valued  at  3%  of  the  acquisition 
cost  which  is  the  average  return  realized  by  the  sale  of  surplus 
property.   Inventory  items  in  need  of  repair  are  valued  at  the 
acquisition  cost  less  the  cost  of  repair.   Revisions  to  these 
methods  are  being  considered,  to  take  into  account  changes  in 
acquisition  costs,  returns,  and  the  impact  of  holding  cost  on  the 
inventory  valuation.   These  changes  are  being  discussed  with  the 
General  Accounting  Office,  Federal  Accounting  Standards  Advisory 
Board,  and  supply  managers  in  OoO.   The  final  methodology  will  be 
incorporated  in  functional  requirements  developed  for  logistics 
and  financial  systems  modernization  and  development.   And 
finally,  there  will  be  an  integration  of  quality  and  performance 
reporting  and  goals  into  the  financial  management  system. 

The  decision  to  consolidate  many  of  the  Department's 
business  areas  into  a  single  fund  requires  more  than  just  a 
change  in  mechanics.   The  full  value  of  the  initiative  will  not 
be  realized  without  a  change  in  the  corporate  mind-set.   In  these 
competitive  times,  it  is  essential  that  new  approaches  be 
explored  and  incorporated  into  daily  management  practices. 

The  Fund  provides  better  visibility,  at  every  level  of 
management,  of  the  total  cost  of  operating  support  activities. 
Customers  of  the  Fund  (activities  that  create  demand  for  support 
services)  are  made  aware  of  the  economic  consequences  of  their 
requirements  because  these  costs  are  included  as  part  of  their 
(i.e.,  customer)  budgets.   Budget  reviewers  and  other  managers, 
both  within  and  outside  the  Fund,  also  have  improved  visibility 
because  they  can  look  to  the  financial  system  to  see  the  total 
cost  of  required  support  services.   The  budget  review  process  can 
better  consider  work  load  forecasts  from  the  perspective  of  force 
structure  and  operating  tempo  changes;  it  can  review  assumptions 
about  productivity  improvement  rates;  and  it  can  ensure  that 
strategies  to  achieve  productivity  improvements  are  planned  and 
resourced  in  the  budget  formulation  process.   In  the  past,  it  was 
difficult  for  budget  reviewers  and  other  managers  to  identify  the 
total  cost  of  support  activities  because  these  costs  were 
distributed  across  several  different  accounts  in  the  budget,  each 
justified  independently  from  theajpthers. 

The  business  relationship  between  providers  and  customers 
fully  supports  the  Department's  move  toward  total  quality 
management.   Unit  cost  resourcing  and  Business  Operations  Fund 
management  provides  a  meaningful  tool  to  focus  and  reinforce  the 
effectiveness  of  such  management  improvement  strategies  as  total 
quality  management.   Unit  cost  not  only  provides  managers  total 
cost  per  output,  but  also  allows  identification  of  the  processes 
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that  increase  total  cost  which  improves  t.*ie  manage 
control  cost  drivers.  It  provides  a  fracework  for 
work  force  to  improve  the  quality  of  processes,  el 
costly  rework  and  delays  which,  in  turn,  lower  cos 
a  given  level  of  performance.  Productivity  gains 
through  quality  improvements.  Unit  cost  data,  in 
with  performance  measures,  provides  the  ability  to 
effectiveness  of  process  improvement  initiatives  a 
provides  a  basis  for  gain  sharing  and  other  organi 
incentives.  Customer-provider  relationships  ensur 
performance  is  what  the  customer  is  willing  to  buy 
price. 
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i.-.szancas,  a.-,  overall  financial  goal  far  chat  output  is 
established. 

While  the  changes  necessary  to  improve  indorsation  are  in 
the  formative  stages,  sone  specific  improvements  to  enhance  the 
visibility  of  costs  for  the  bus.nesses  previously  aanaged  under 
industrial  and  stock  funds  will  be  implasentad.   Base  operations 
support  and  headruartars  costs,  which  were  of tan  excluded  from 
revolving  funds,  will  be  included  as  part  of  the  operating  cost 
of  the  business  araas  in  the  Fund.   Depreciation  of  capital 
investments  will  be  included  to  reflect  the  impact  of  investaent 
decisions  m  the  prices  and  unit  cost  goals  of  the  business 
araas. 

Mo  other  dollar  or  personnel  restrictions  accompany  the 
operati.-.g  budgets  for  the  businesses  in  the  Fund.   Overall 
resource  utilization  is  ultiaataly  determined  by  the  level  of 
outputs  produced.   The  business  aanager  is  expected  to  keep  costs 
within  the  sua  of  approved  east  goals  tiaes  the  customer 
determined  work  load'.   This  aanagement  concept  provides  the 
aanager  the  opportunity  to  make  trade-off  decisions  for  the  best 
operating  results  within  the  business  area.   In  the  past, 
restrictions  or  limitations  on  trade-offs  between  elements  of 
cost  within  a  business  operation  may  have  driven  managers  to  leas 
efficient  decisions,  ultiaataly  increasing  the  total  cost  of  the 
business.   While  the  OoO  Comptroller  is  working  to  minimize 
restrictions,  the  operating  budgets  do  not  supersede  other  policy 
decisions  or  legislative  limitations. 

0.    scope  of  the  Tuna 

The  Fund  consists  of  business  areas  that  were  previously 
managed  using  industrial  or  stock  funds  and  a  few  additional 
Defense  Agency  activities  that  also  lend  themselves  to  a  business 
manageaent  mechanism.   Business  areas  included  in  the  Fund  are: 

Supply  Management  (A,  N,  AF,  DA) 

Distribution  Depots  (A,  N,  AF,  DA) 

Depot  Maintenance  (A,  N,  AF) 

Base  Support  (N,  AF) 

Transportation  (A,  M,  AF) 

Research  and  Development  Activities  (N) 

Printing  and  Publication  Services  (M) 

Information  Services  (N,  DA) 

Defense  Commissary  Agency  (DA) 

Defense  Clothing  Factory  (DA) 

Defense  Finance  and  Accounting  Service  (DA) 

Defense  Technical  Information  Canter  (DA) 

Defense  Reutilization  and  Marketing  Service  (DA) 

Defense  Industrial  Plant  Equipment  Center  (DA) 

(Legend:   "A"  -  Army;  "M"  -  Navy;  "AF"  -  Air  Force;  "DA"  - 
Defense  Agency) 
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Some  business  areas  included  are  exclu 
component  (i.e..  Military  Service  or  Defer.s 
other  Components  perform  the  same  functions 
some  Components  had  previously  categorized 
an  industrial  fund  operation,  while  others 
Department  will  review  these  areas  to  deta 
Component  activities  in  these  business  area 
in,  or  excluded  from,  the  Fund.   The  Depart 
review  the  appropriateness  of  expanding  so 
Fund  and  adding  new  support  activities  in 
pursuant  to  commitments  to  the  congressiona 
Ceneral  Accounting  Office  (GAO) ,  no  additio 
added  in  FY  1992  or  will  be  added  in  1993. 

Business  Area  Descriptions 

1.  Supply  Management.   The  Supply  Management  business  area 
includes  inventory  management  of  approximately  five  million 
items,  including  weapon  systems  spare  parts,  food,  clothing,  fuel 
and  medical  supplies.   The  business  area  encompasses  the  various 
inventory  control  points  in  the  Army,  Navy,  Air  Force  and  Defense 
Logistics  Agency.   Each  DoD  Component  in  the  business  area 
procures  materiel  for  its  customers  and  makes  repair  parts 
available  in  support  of  military  readiness.   Materiel  is  procured 
from  contractors  and  held  in  inventory  for  sale  to  authorized 
customers .   Customers  purchase  the  materiel  using  appropriated 
funds,  primarily  Operations  and  Maintenance.   Prices  for  items 
purchased  cover  the  acquisition  cost  plus  the  cost  of  supply 
operations  and  transportation.   Actions  are  underway  to  refine 
Department  pricing  practices  to  more  discretely  identify  the 
costs  included  in  surcharges  to  customers.   We  are  developing 
pricing  mechanisms  that  accurately  align  cost  and  price  to  allow 
differing  levels  of  service.   This  structure  would  provide 
greater  flexibility  to  customers  and  providers.   Plans  call  for 
re-evaluation  of  the  business  area  output  measure  to  determine  if 
another  measure  will  more  accurately  reflect  work  load  volume. 

2.  Distribution  Depots.   The  Distribution  Depot  business 
area  includes  all  the  DoD  general  supply  distribution  depots.   It 
includes  the  functions  related  to  receiving,  storing  and  shipping 
the  items  purchased  by  supply  management  materiel  managers  in  the 
Army,  Navy,  Air  Force  and  Defense  Logistics  Agency  (DLA) .  The 
Department  is  consolidating  the  distribution  depots  under  DLA  and 
has  a  continuing  effort  related  to  migrating  unit  cost  reporting 
for  depots  from  the  Military  Services  to  DLA  as  the  depots 
transfer.   Unit  cost  policies  require  that  receipts  and  issues  at 
depots  be  identified  to  the  inventory  control  points  (ICP)  who 
manage  the  items  and  direct  those  receipts  and  issues.   A  matrix 
of  depot  to  ICP  work  load  is  key  to  effective  unit  cost 
execution.  An  effort  is  underway  to  develop  the  matrix  from 
individual  transactions  and  provide  the  matrix  on  a  monthly 
basis.   The  matrix  will  become  the  basis  of  costing  between 
depots  and  ICPs  for  the  integrated  aspect  of  these  business 
areas. 
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3.  Depot  Maintenance.   This  business  area  encompasses 
maintenance,  repair  and  manufacturing  activities  of  the  three 
Services  such  as  shipyards,  ordnance  plants,  aircraft  maintenance 
facilities,  and  tank  and  automotive  maintenance  facilities. 
Activities  included  in  the  Depot  Maintenance  business  area  were 
formerly  identified  in  the  Service  industrial  funds.   Direct 
costs  are  collected  by  individual  job  and  completed  jobs  are 
billed  to  customers  based  on  the  quantity  of  direct  labor  and 
materiels  consumed  as  well  as  the  appropriate  share  of  allocated 
indirect  and  general  and  administrative  costs.   Long-term  plans 
call  for  the  development  of  catalogs  containing  fixed  prices  for 
the  various  types  of  jobs  these  activities  perform.   In  addition, 
unit  cost  reports  will  be  developed  to  complement  the  catalogs. 
These  management  information  reports  will  be  used  to  monitor 
execution  against  unit  cost  budgets  and  provide  information  on 
cost  and  output  performance. 

4.  Base  Support.   The  Base  Support  business  area  is 
comprised  of  Naval  Facilities  Engineering  Command  Public  works 
Centers  (PWCs) ,  the  Naval  Academy  Laundry,  and  the  Air  Force 
Laundry  and  Dry  Cleaning  Service.   The  Navy  has  several  PWCs 
across  the  country  and  overseas  that  provide  facility 
maintenance,  utility  services,  and  other  engineering  support 
services  to  the  installation  and  its  tenant  activities. 
Customers  are  billed  for  the  direct  costs  of  repair  and 
maintenance  and  an  allocated  share  of  indirect  and  general  and 
administrative  costs.   Utilities  and  sanitation  services  are  sold 
based  on  usage.   The  Naval  Academy  laundry  and  the  seven  Air 
Force  laundry  and  dry  cleaning  plants  provide  service  to 
authorized  activities  and  individuals  at  costs  competitive  with 
commercial  facilities.   Direct  costs  are  collected  by  individual 
job  and  completed  jobs  are  billed  to  customers  based  on  the 
quantity  of  direct  labor  and  materiel  consumed  as  well  as  the 
appropriate  share  of  allocated  indirect  and  general  and 
administrative  costs.   Action  is  underway  to  review  comparable 
functions  in  the  Components  for  adoption  of  customer-provider 
relationships. 

5.  Transportation.   Included  in  this  business  area  are  the 
three  transportation  commands — the  Military  Traffic  Management 
Command,  the  Military  Sealift  Command,  and  the  Air  Mobility 
Command.   These  organizations  were  formerly  included  in  the 
Military  Service  industrial  funds.  These  commands  accumulate  and 
distribute  costs  to  outputs  measured  primarily  in  terms  of  cargo 
movement  (e.g.,  measurement  tons).  Unit  cost  reports  are  being 
developed  to  improve  the  financial  and  budget  information 
available  for  these  activities. 

6.  Research  and  Development.   The  Research  and  Development 
(R&D)  business  area  is  now  limited  to  Navy  research  activities. 
Navy  R&D  functions  were  the  only  industrially  funded  research 
activities  within  the  Department  when  the  Fund  was  established. 
There  are  multiple  centers  and  labs  throughout  the  United  States. 
The  Navy  centers  provide  research  and  development,  engineering, 
and  test  and  evaluation  support  for  weapons  system  programs. 
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Direct  and  overhead  costs  are  collected  by  job  and  billed  to 
customers.   Near-term  plans  call  for  the  development  of  unit  cost 
reports  and  financial  reports  for  the  Navy  activities  currently 
in  the  Fund.   Actions  underway  include  studying  the  feasibility 
of  adopting  this  business  relationsnip  in  R&D  functions  of  other 
Services  and  Agencies. 

7.  Printing  and  Publications.   Publishing  and  Printing 
Services  involve  the  management  and  operation  of  a  worldwide 
printing  production  and  procurement  network.   Effective  with 
FY  1992,  the  Navy  Publishing  and  Printing  Service  has  been 
designated  as  the  single  manager  for  DoO  printing. 

8.  Information  Services.   The  Information  Services  business 
area  contains  the  Defense  Information  Services  Agency  and  the 
Naval  Computer  and  Telecommunications  Station  of  the  Naval 
Computer  and  Telecommunications  Command.   The  business  area 
provides  communications  services  to  DoD  and  other  Federal 
Agencies,  in  addition  to  system  design  development  and  automated 
data  processing  support  for  the  Navy.   The  activities  in  this 
business  area  were  previously  identified  and  funded  in  the 
industrial  fund,  and  therefore  were  operating  on  a  fee-for- 
service  basis.   Unit  cost  reports  are  currently  being  developed 
to  improve  the  financial  and  budget  information  available  for 
these  activities.   Long-term  plans  call  for  the  development  of 
unit  cost  reports  for  central  design  activities  and  data 
processing  installations  that  are  currently  funded  outside  the 
Fund. 

9.  Commissary  Operations.   The  Defense  Commissary  Agency 
operates  DoD  commissaries  worldwide  and  provides  troop  issue 
subsistence  for  the  Air  Force  and  the  Army  at  selected  locations. 
Commissaries  provide  products  at  the  lowest  practical  price 
(consistent  with  quality)  to  members  of  the  Military  Services, 
their  families,  and  other  authorized  patrons,  while  maintaining 
high  standards  for  quality,  facilities,  products,  and  services. 
Commissary  operations  are  not  funded  through  customer  orders, 
rather  through  direct  appropriation  to  the  Fund.   Unit  cost 
reports  are  presently  under  development  to  support  financial 
management  in  this  business  area. 

Commissary  Resale  Stock.   The  commissary  resale 
business  area  finances  the  inventory  of  commissary  goods  sold  to 
commissary  customers  through  revolving  fund  operations  under  the 
Fund.   This  business  area  procures  commissary  inventory  to  sell 
to  authorized  commissary  patrons  (active  duty  military,  retired 
military,  reservists  who  perform  active  duty,  and  certain 
diplomatic  service  personnel  and  their  families) .   Income  from 
the  sale  of  the  inventory  is  reinvested  in  inventory  to  support 
the  commissary  sales.   Unit  cost  reports  are  presently  under 
development  to  support  financial  management  in  this  business 
area. 
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10.  Clsthir.s  Factory.   The  Clothing  Factsry  manufactures 
clothing  and  tax-ile  items  Cor  all  DoD  Compcr.e.-.t3.   Items 
typically  manufactured  are  those  which  nay  be  required  on  short 
notice,  in  small  lots,  with  special  measuracent,  or  under  other 
conditions  which  aaXe  procurement  from  commercial  sources 
infeasisle.   Direct  costs  are  collected  by  individual  job  and 
completed  jobs  are  billed  to  customers  based  or.  the  quantity  of 
direct  labor  and  sateriels  consumed  as  well  as  the  appropriate 
share  of  allocated  indirect  and  general  and  administrative  coats. 

11.  Financial  Operations.   This  business  area  encompasses 
the  Defense  Finance  and  Accounting  Service  (DFAS)  headquarters 
and  five  finance  centers  which  provide  a  full  spectrum  of  finance 
and  accounting  services,  such  as  civilian  and  aiiitary  payroll, 
contractor  payments  and  departmental  level  accounting.   DFAS  was 
created  on  January  15,  1991,  through  the  consolidation  of  the 
primary  finance  and  accounting  centers  of  the  Military 
Departments  and  Defense  Agencies.   Financial  management  for  the 
DFAS  is  supported  by  a  unit  cost  resourcing  system  where  costs 
are  aligned  with  the  products  and  services  produced.   Reports  are 
generated  at  the  activity  level  and  summarized  to  the  business 
area.   Under  Defense  Management  Report  Decision  910,  approved  on 
December  13,  1991,  all  Component  installation  and  intermediate 
command  finance  and  accounting  activities  will  transfer  to  DFAS 
and  be  incorporated  into  the  financial  operations  business  area. 
Our  plans  call  for  the  expansion  of  the  current  unit  cost  and 
financial  reporting  systems  to  include  these  consolidated 
activities. 

12.  Technical  Information  Services.   The  Technical 
Information  Services  business  area  is  comprised  of  the  Defense 
Technical  Information  Center  (DTIC)  and  the  14  OTIC  administered 
Information  Analysis  Centers.   DTIC  functions  as  the  central 
collection  and  dissemination  point  for  the  DoD  technology  base 
information.   Customers  in  FY  1992  include  the  Service  and 
Defense  Agency  Research,  Development,  Test  and  Evaluation  account 
managers  that  sponsor  registered  users  who  have  access  to  the 
technical  information  services  data  bases.  This  will  be  refined 
in  FY  1993  as  a  catalog  of  prices  will  be  developed  to  bill 
individual  customers  requesting  data  for  the  cost  of  specific 
outputs.   In  addition,  unit  cost  reports  are  currently  bsing 
refined  for  DTIC. 

13.  Defense  Reutilizaticn  and  Marketing  Service.  fDRMS) • 
The  reuse  of  excess  and  surplus  property  within  the  government 
and  other  authorized  agencies  and  the  sale  of  the  remaining 
property  is  the  primary  mission  of  this  business  area  under  DLA. 
Reutilization  can  result  in  cost  avoidances  by  reducing 
unnecessary  procurements.   Iters  not  reutilized  within  DoD  are 
screened  for  possible  transfer  to  other  Federal  agencies  or  for 
donation  to  local  governments.   DRr.S  also  has  the  mission  of 
hazardous  property  disposition.   In  this  capacity,  they  handle 
the  vast  majority  of  DoD  proper-,  governed  by  the  Resource 
Conservation  Recovery  Act  (RC?.A   ::  1976  as  amended.   Unit  cost 
reports  are  being  refined  to  s  .:  :  rt  financial  management  in  this 
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business  area.   Also  under  development  is  a  fee  structure  to 
recover  t.w.e  costs  of  the  reutilization  mission. 

14.   Industrial  Plant  gauinaent.   The  Defense  Industrial 
Plant  Equipment  Center,  a  fiela  activity  of  the  DLA,  repairs 
current  in-use  industrial  plant  equipment  (IPE) -   The  Defense 
Industrial  Reserve  Act  provides  for  an  industrial  reserve  of 
machine  tools.   Since  FY  1987,  amendments  to  this  act  require  the 
Services  to  pay  for  the  repair,  overhead,  and  storage  of  IPE 
transferred  from  the  General  Reserve.   For  the  IPE  business  area, 
a  catalog  of  fixed  prices  is  under  development  similar  to  that 
for  depot  maintenance.   In  addition,  unit  cost  reports  are  being 
developed. 

E.    Criteria  for  Inclusion  of  Business  Areas  In  the  mad 

The  criteria  established  for  a  business  area  to  be 
considered  for  inclusion  are: 

•  Identification  of  outputs  (the  products  or  services 
provided) . 

•  A  cost  accounting  system  to  collect  costs  of  producing 
outputs . 

•  Identification  of  customers  to  pay  for  outputs  so 
resources  can  be  aligned  in  the  account  of  the 
requirement. 

The  DoD  comptroller  has  initiated  task  groups  for  each 
business  area  in  the  Fund  and  a  number  of  additional  functional 
areas  throughout  the  Department.   The  task  groups  for  existing 
business  areas  will  validate  outputs  of  the  business  area,  ensure 
that  unit  cost  resourcing  principles  are  being  followed  to 
determine  the  cost  of  producing  the  outputs,  and  develop  and 
implement  additional  financial  management  tools  as  necessary  to 
improve  the  business  operations.   The  task  groups  focusing  on  new 
functional  areas  will  review  candidate  functions  based  on  the 
criteria  described  above.   Task  group  membership  includes 
representatives  from  DoD  Comptroller,  other  OSD  organizations 
such  as  Production  and  Logistics  and  Force,  Manpower  and 
Personnel,  the  Service  Assistant  Secretaries  (Financial 
Management) ,  the  Comptrollers  of  Defense  Agencies,  as  well  as 
functional  and  financial  personnel  from  Service  major  commands. 

The  identification  of  costs  to  the  organization's  outputs 
establishes  the  organization  as  a  unit  cost  activity.  The 
resultant  unit  cost,  or  cost  per  output,  is  used  as  a  management, 
productivity,  and  budgetary  tool  at  all  levels  of  the  Department. 
Two  types  of  unit  cost  allocation  methodologies,  process  costing 
and  job  costing,  are  used  to  generate  the  cost  per  output. 


1. 
a  continuous, 


Process  Costing.   This  type  of  methodology  assumes 
homogeneous  output  stream.   This  assumption  is 
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important  since  the  objective  is  to  calculate  the  average  cost 
per  output.   In  order  to  calculate  an  average  cost  which  closely 
approximates  the  actual,  outputs  have  to  take  place  continuously 
and  require  essentially  the  sane  method  and  level  of  effort  to 
produce.   Second,  the  outputs  cliosfe.i  Co  measure  each  business 
area  must  be  non-controllable  on  the  part  of  the  producers.   This 
puts  producers  in  the  position  of  having  to  minimize  costs 
because  this  is  the  only  variable  at  their  control,  not  the 
requirement  to  produce  the  output  itself.   The  method  to 
calculate  unit  cost  is  to  identify  the  direct  costs  and  add 
appropriate  prorated  shares  of  indirect  costs  and  general  and 
administrative  overhead  costs,  and  divide  the  total  by  workload 
for  a  specified  time  period.   The  budget  for  such  activities 
lists  unit  cost,  or  average  cost  per  output,  goals  which,  when 
multiplied  by  the  number  of  work  units  produced,  provides  earned 
cost  authority.   Earned  authority  is  then  assessed  against  actual 
costs  incurred  to  measure  performance.   Process  costing  cannot  be 
applied  to  functions  where  broadly  defined  average  cost  targets 
cannot  be  successfully  established,  and  even  if  they  were,  the 
results  would  not  be  meaningful. 

2.   Job  Costing.   This  type  of  costing  methodology 
applies  to  outputs  which  are  dissimilar  in  nature,  and  require 
different  methods  and  levels  of  effort  to  produce.   Such  systems, 
referred  to  as  job  costing,  are  common  in  DoD  and  have  been 
successfully  used  in  a  wide  range  of  support  activities, 
primarily  those  previously  managed  under  industrial  fund 
financial  management.   The  budget  for  DoD  business  areas  measured 
based  on  job  costing  specifies  the  average  change  in  costs  (plus 
or  minus)  that  can  be  incurred  across  the  whole  range  of  outputs 
compared  to  the  previous  year.   The  budget  also  lists  the 
expected  yearend  net  operating  result  (NOR) .   Specifying  a  net 
operating  result  and  measuring  actual  results  against  that  NOR 
goal  ensures  that  the  activity  operates  within  the  approved 
profit/ loss  margins  for  the  year. 


III.  POLICY  AMP  EEOPLATORY  DEVrLOPMEWT  REB>QWIBILITIgg 
A.    DoD  Cosmtroller 

Financial  policies  for  the  Fund  are  established  by  the  DoD 
Comptroller.   The  Fund  operates  under  the  same  policies  and 
procedures  previously  used  for  other  revolving  funds  with  the 
incorporation  of  additional  guidance  (described  in  Section  IV)  to 
accommodate  implementation  of  the  Fund.   Policy  and  procedural 
changes  are  coordinated  through  the  Directorate  for  Business 
Management,  which  reports  to  the  DoD  Deputy  Comptroller  for 
Management  Systems.   Input  comes  from  the  Military  Services, 
Defense  Agencies,  and  all  Office  of  Secretary  of  Defense  (OSD) 
functional  directorates,  as  well  as  DoD  Comptroller  staff 
offices.   All  policy  initiatives  that  affect  management, 
budgeting,  and  accounting  within  the  Fund  are  filtered  through 
this  Directorate  for  development,  review,  and/or  coordination. 
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B.  Defense  Business  Operations  Fund  Financial  Policies 
Board. 

To  ensure  Military  Department  and  Defense  Agency  involvement 
in  the  management  of  the  Fund,  a  Defense  Business  Operations  fund 
Financial  Policies  Board  was  established  concurrent  with 
implementation  of  the  Fund.   The  Board  is  chaired  by  the 
Principal  Deputy  Comptroller  of  DoD,  and  includes  Service  and 
Agency  financial  and  functional  representatives  as  well  as 
representatives  from  other  OSD  offices.   The  Board  is  used  as  a 
forum  in  which  the  representatives  can  exchange  information  on 
their  problems  and  experiences.   The  Board  also  provides  a 
vehicle  for  reviewing  policy  and  procedure  proposals,  and  making 
recommendations  prior  to  final  policy  decisions.   The  Defense 
Business  Operations  Fund  Financial  Policies  Board  ensures  wide 
corporate  participation  as  Department  vision  and  philosophy  is 
integrated  with  policy. 

C.  Component   Bfttqa 

Implementation  of  the  Fund's  policies  and  procedures  is  the 
responsibility  of  the  Military  Department  Secretaries  and  the 
heads  of  the  other  DoD  Components.   While  broad  policies  for  the 
Fund  are  developed  and  issued  by  DoD  Comptroller,  Component  heads 
are  expected  to  drive  these  policy  decisions  down  through  their 
organizations  to  ensure  local  level  managers  are  properly 
informed  and  operating  under  the  concepts  of  the  Fund.   The 
Components  recognize  this  responsibility,  and  have  established, 
to  varying  degrees,  internal  organizations  which  specifically 
oversee  the  implementation  of  the  Fund  within  their  respective 
Component . 

The  Army  has  established  their  own  Defense  Business 
Operations  Fund  Board  of  Directors,  or  the  Army  Board,  whose 
mission  is  to  promote  implementation,  coordination, 
standardization,  and  understanding  of  all  matters  relating  to  the 
Fund  within  the  Army .   The  Army  Board  forwards  recommendations  to 
their  representative  on  the  DoD  Defense  Business  Operations  Fund 
Financial  Policies  Board.   These  recommendations  are  based  on  a 
review  of  potential  alternative  strategies  and  improvements  to 
the  concepts,  planning,  regulations  and  operations  of  the  Fund. 
The  Army  Board  is  chaired  by  the  Comptroller  of  the  Army,  and 
includes  representatives  from  the  major  commands  and  other  senior 
staff  management  officials. 

While  the  Navy,  Air  Force  and  Defense  Agencies  have  not 
established  formal  boards  of  their  own,  each  has  identified  a 
group  within  their  respective  budget  offices  charged  with  dealing 
specifically  with  Fund  issues  and  overseeing  implementation. 
Similar  to  the  Army,  these  organizations  work  directly  with 
either  the  major  commands  or  field  level  activities  to  facilitate 
lower  level  participation  and  operation. 

Implementation  of  procedures  by  the  Components  also  includes 
responsibility  for  issuing  lower  level  budgetary  authority  in 
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consonance  with  the  resourcing  provided  by  the  OoD  Comptroller. 
Components  provide  the  financial  goals  to  each  level  of  activity 
managed  in  the  Fund.   Allocation  to  the  major  command  level  has 
already  been  accomplished  by  each  Component.   We  are  continuing 
to  work  in  conjunction  with  the  Services  and  Agencies  in 
allocating  the  goals  tc  lower  level  field  activities.   As 
outlined  in  Section  IV,  the  process  of  formulating  budgets  is 
undergoing  revision  to  institutionalize  unit  cost.   The  schedules 
published  in  the  Budget  Guidance  Manual  will  be  changed  for 
preparation  of  the  FY  1994/1995  President's  budget. 


IV.   POLICY  AMD  PROCEDURES 

A.  Policy  and  Regulatory  Guidance 

The  Fund  operates  under  existing  financial  policies  in  place  • 
for  industrial  funds  and  stock  funds,  as  well  as  additional 
interim  policy  guidance  contained  in  August  19  and 
September  27,  1991,  DoD  Comptroller  memoranda.  Additional 
guidance  or  clarification  of  existing  guidance,  as  applicable,  is 
issued  to  disseminate  standard  policies  that  address  requirements 
for  all  business  areas  included  in  the  Fund  and  to  ensure 
consistent  and  successful  implementation  of  policies.   The  DFAS 
issued  implementing  procedures  for  these  policies.   DoD  plans  to 
incorporate  applicable  financial  management  policy  into  a  single 
DoD  publication. 

B.  Policy  and  Procedure  Improvements  Implemented 

As  indicated  above,  operations  of  the  Fund  are  based  on 
policies  and  procedures  that  have  been  in  effect  for  stock  and 
industrial  funds.   However,  a  number  of  management,  accounting, 
policy,  and  procedural  changes  have  already  been  implemented. 
The  following  paragraphs  describe  the  intent  of  the  changes,  as 
well  as  actions  underway  to  fully  implement  the  procedures. 

1.    Execution  Budgets  for  Activities  Previously 
Industrially  Funded.   In  keeping  with  the  Department's  desire  to 
decentralize  management  and  empower  the  decision  maJcers  at  every 
level,  the  Components  are  encouraged  to  issue  unit  cost  goals  at 
the  lowest  level  where  costs  are  incurred.   Prior  to  FY  1992, 
industrial  fund  activities  were  not  issued  funding  documents. 
They  received  their  obligational  authority  from  customer  orders. 
Now,  while  costs  incurred  must  still  be  based  on  the  receipt  of 
customer  orders,  "operating  budgets"  provide  official  management 
cost  goals  and  have  been  issued  to  the  Services  and  Agencies.   As 
with  the  private  sector,  the  type  of  goal  depends  on  the  nature 
of  the  business.   Some  unit  cost  goals  are  established  at  the 
Component  business  area  level;  some  activities  have  so  many 
outputs  that  the  goals  are  expressed  in  terms  of  the  change  in 
cost  from  the  prior  year;  other  activities  have  goals  expressed 
in  terms  of  cost  per  billable  hour.   At  this  time,  the  Components 
are  still  in  the  process  of  issuing  the  goals  to  the  individual 
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activities.   When  this  process  is  completed,  many  managers  in  the 
field  will  know,  for  the  first  time,  what  higher  level  management 
expects  of  them  from  a  cost  management  ar.d  financial  performance 
standpoint. 

2.  Unit  Cost  Budgets  for  New  Revel vino  Fund  Activities. 
For  FY  1992,  Congress  approved  tne  inclusion  of  the  Defense 
Finance  and  Accounting  Service,  Defense  Technical  Information 
Center,  Defense  Reuti lization  and  Marketing  Service,  Defense 
Industrial  Plant  Equipment  Center,  and  the  Defense  Commissary 
Agency  in  the  Fund.   These  business  aress,  which  were  previously 
funded  with  annual  fixed  amounts  based  or.  estimates  of  work  load, 
are  now  funded  principally  on  the  basis  at   the  actual  work  load 
that  is  performed.   While  this  is  a  new  process  for  most  business 
areas,  there  is  no  doubt  that  this  resource  methodology  will 
improve  cost  consciousness. 

3.  Minor  Construction  Funding  Procedures.   Minor 
construction  projects  costing  Si5,ooo  or  more  will  be  funded 
through  the  capital  budget.   These  minor  construction  projects 
will  then  be  depreciated  by  the  business  area  in  accordance  with 
the  capital  asset  accounting  guidance.   Reflecting  minor 
construction  projects  in  the  capital  budget  conforms  to  SAO 
principles  and  guidelines.   This  approach  is  reflected  in  the 

FY  1993  budget  submission. 

4.  Funding  of  Central  Design  Activities  and  Other  Software 
Acquis  it  ions.   Previously  these  efforts,  when  accomplished  by  in- 
house  activities,  were  treated  as  operating  costs.   However,  the 
development  of  new  software  should  be  subject  to  economic 
analysis,  and  treated  as  an  investment,  regardless  of  where 
software  development  is  accomplished.   During  review  of  the 
Amended  FY  1992/1993  President's  budget,  the  decision  was  made  to 
move  these  costs  to  the  capital  budget.  This  requires 
depreciation  of  software  releases  in  accordance  with  capital 
asset  accounting  procedures.   This  change  was  put  into  effect  in 
FY  1992,  and  is  reflected  in  the  FY  1993  budget  submission. 

5.  Air  Mobility  Command  fAMCl  Funding  Procedures  and 
Budget  Presentation.   Although  AMC  was  included  in  the  industrial 
fund  for  over  20  years,  the  nature  of  its  operations  did  not  lend 
itself  to  total  recovery  of  costs  through  rate  structure  revenue. 
AMC's  costs  are  primarily  driven  by  the  requirement  to  keep  its 
crews  ready  for  contingencies,  as  with  any  other  aviation 
warfighting  organization.   The  opportunity  exists  for  the 
Department  to  take  advantage  of  the  capability  and  capacity  that 
are  generated  as  a  byproduct  of  AMC's  mission  training.   Because 
the  primary  mission  of  the  C-5  and  C-141  is  not  to  carry  packages 
in  peacetime,  the  actual  cost  per  ton  mile  is  more  expensive  than 
on  commercial  carriers.   However,  with  the  aircraft  flying 
anyway,  there  is  in  reality  no,  or  minimal,  additional  cost  to 
DoD  for  most  of  the  cargo  carried  by  AMC. 

The  Department  uses  the  AMC  rite  structure  to  optimize 
utilization  of  the  cargo  capac*     In  general,  rates  are 
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established  to  match  those  on  commercial  carriers.   By  charging 
for  this  "no  cost"  service,  the  higher  air  (as  compared  to 
surface)  transportation  costs  prevent  all  cargo  from  suddenly 
becoming  air  eligible.   The  difference  between  the  revenue  AMC 
generates  and  costs  AMC  incurs  is  covered  by  direct 
appropriations  to  Operation  and  Maintenance  (OIM)  account  for  Air 
Force. 

Although  the  circumstance  described  above  is  not  new, 
the  previous  budget  presentation  and  budget  execution  procedure 
did  not  provide  visibility  to  managers  and  review  levels, 
including  the  Congress,  of  the  total  costs  of  AMC  in  a  single 
location  in  the  budget.   To  protect  the  financial  condition  of 
the  industrial  fund,  some  categories  of  costs  were  financed  in 
that  account  via  rates,  and  others  were  financed  by  direct 
appropriation.   Industrial  fund  costs  were  presented  in  terms  of 
cost  per  ton  mile,  although  that  is  not  what  drives  the  costs, 
and  nowhere  in  the  budget  presentation  could  one  see  the  total 
cost  of  AMC. 

Now,  all  of  the  costs  of  AMC  will  be  financed  through 
the  Fund.   Costs  of  the  primary  output  will  be  expressed, 
justified,  and  managed  in  terns  of  the  cost  to  train  and  maintain 
the  capability  of  a  crew,  rather  than  in  tarns  of  the  cost  of  a 
ton  mile.   Rates  will  continue  to  be  based  on  those  of  the 
commercial  carriers,  and  the  difference  between  revenue  and  cost 
will  be  financed  as  a  direct  appropriation  in  O&M,  Air  Force. 
This  improvement  was  implemented  in  FY  1992,  and  is  reflected  in 
the  FY  1993  budget  submission. 

6.    Capital  Budoetino.   Probably  the  most  significant 
initiative  reflected  in  the  Fund  is  the  inclusion  of  capital 
budgeting.   Under  this  policy,  business  budgets  are  segregated 
into  operating  and  capital  budgets.   Any  investment  in  equipment, 
software,  minor  construction,  and  other  management  improvements 
costing  S15.000  or  more  is  funded  through  the  capital  budget  and 
its  costs  amortized  or  depreciated  over  a  predetermined  period. 
The  $15,000  criteria  is  based  on  congressional  actions  on 
expense/ investment  criteria.   Approval  by  the  Congress  of  a 
capital  surcharge  in  FY  1992  has  provided  the  mechanism  for  a 
gradual  increase  in  the  level  of  investment  in  these  businesses. 
Previous  levels  have  approximated  less  than  two  percent  of  sales. 

Each  business  area  will  have  a  separata  capital  budget, 
which,  as  a  minimum,  will  be  separated  into  the  following 
categories: 

A.  Minor  Construction  Projects  under  $300,000 

B.  ADP  Equipment  Purchases 

C.  Other  Equipment  Purchases 
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D.  Software  Development 

E.  Other  Capital  Investments 

Each  capital   investment  will   be  capitalized 
in   accordance  with   the  capital   asset  acccunting   p 
discussed  elsewhere   in  this  paper.      Consistent  wi 
direction,    separate  cash  general    ledger  accounts 
established  to   segregate   those   transactions   relat 
revenues    (collected  from  surcharges   and  depreciat 
disbursements.      Also,    as  directed  by  the  Congress 
cash   will   be  maintained  at  all   times   in   separate 
ledger  accounts  to  cover  the  unliquidated  obligat 
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The  Congress  rejected  the  Department's  proposal  to  fund 
military  construction  projects  through  the  Defense  Business 
Operations  Fund  Capital  Budget.   However,  the  Department  will 
continue  to  make  decisions  on  military  construction  projects  as 
if  they  were  included  in  the  Fund.   During  the  internal  DoD 
budget  formulation  process,  construction  projects  will  be 
included  in  the  Fund  submission.   The  Revolving  Fund  Directorate 
in  the  Program  Budget  office  will  have  responsibility  for  review 
of  those  projects.   Current  plans  are  to  include  the  construction 
projects  in  the  capital  budgets  of  the  Fund,  in  future 
submissions  to  Congress.   This  will  provide  additional 
information  and  insight  to  the  Fund  reviewers  on  the 
congressional  staff  without  affecting  the  appropriation  process. 
The  appropriation  and  authorization  process  will  continue  to  be 
included  in  the  military  construction  request  in  accordance  with 
the  congressional  action  on  the  FY  1992  request. 

Regardless  of  where  the  construction  projects  are  funded, 
depreciation  on  those  projects  will  be  fully  reflected  in  the 
operating  costs  and  rates  of  the  Fund  businesses.   This  policy  is 
reflected  in  the  FY  1993  budget  submission,  and  will  be  put  into 
effect  in  FY  1993  for  all  businesses  in  the  Fund.   Inclusion  of 
all  depreciation  in  the  rates  will  improve  the  consistency  of 
cost  proposals  in  competitive  situations.   Because  of  the 
competition  policy  now  in  effect  in  Depot  Maintenance,  activities 
engaged  in  that  business  were  directed  to  include  depreciation  of 
facilities  in  their  costs  in  FY  1992.   A  standard  depreciation 
period  of  20  years  has  been  prescribed  for  depreciation  of 
construction  projects.   Although  a  shorter  period  than  the  useful 
life  of  most  projects,  the  20  years  was  considered  to  be  as  far 
beyond  the  DoD  planning  window  as  it  is  prudent  to  go.   In 
addition,  the  use  of  a  uniform  period  at  the  outset  of  this 
change  in  policy  will  improve  the  chances  of  successful 
implementation. 

7.   Mobillzatlon/surae  Costs.   A  change  in  pricing  policy 
reflected  in  the  FY  1993  budget  changes  the  way  costs  related  to 
mobilization  and  excess  surge  capacity  for  wartime  requirements 
will  be  funded,  as  they  are  identified.   This  policy  applies  to 
those  costs  incurred  at  an  activity  that  will  insure  that  the 
activity  will  meet  the  mobilizat  .  ;.-./surge  requirements  that  it 


67 


233 


Defense  Business  Operations  Fund  Financial  Statements  -  FY  1992 


has  been  given;  costs  which  would  not  be  incurred  to  satisfy 
customer  peacetiae  requirements.   Examples  of  costs  included  in 
this  category  are:   maintenance  of  facilities,  when  those 
facilities  are  in  excess  of  peacetime  requirements;  purchase  of 
war  reserve  materiel;  and  purchase  of  materiel  in  excess  of 
peacetime  requirements  to  maintain  an  industrial  base. 

These  mobilization  costs  will  be  funded  through  direct 
appropriations  to  the  Operations  and  Maintenance  account  of  the 
parent  Service  or  Agency.   The  prices  of  outputs  of  these 
activities  are  to  reflect  peacetime  operating  costs  only. 
Customers  of  the  Fund  will  pay  the  cost  of  the  items  being 
procured  (including  overhead),  and  thus  should  be  faced  with  sore 
consistent  pricing  between  competing  activities.   Similarly, 
there  will  be  better  visibility,  to  decision  makers  at  every 
level,  of  those  costs  included  in  the  DoD  budget  for  surge  or 
readiness  requirements. 

8.  Ownership  and  Accountability  of  Assets.   The  assets  of 

the  former  industrial  and  stock  funds  have  been  capitalized  to 
the  Component  business  areas  of  the  Fund.   Accountability  of 
these  assets  is  in  accordance  with  current  DoD  regulations  that 
govern  the  stock  and  industrial  funds.   All  capital  assets  used 
by  Fund  activities  are  depreciated  or  amortized  in  accordance 
with  capital  asset  accounting  guidance  and  generally  accepted 
accounting  standards. 

DoD  has  established  a  Capital  Asset  Accounting  working  group 
which  is  responsible  for  reviewing  policies  and  procedures  and 
making  recommendations  to  enhance  management  and  control  of 
capital  assets  in  the  Fund. 

9.  Depreciation.   All  capital  assets  owned  by  activities 
in  the  Fund  will  be  depreciated  or  amortized  by  the  individual 
Component  business  area.   Procedures  will  be  in  accordance  with 
schedules,  specified  time  frames,  and  criteria  to  be  provided  in 
capital  assets  accounting  guidance.   All  assets  will  be 
inventoried  and  capitalized  to  the  appropriate  business  area, 
depreciation/amortization  schedules  will  be  developed  or 
continued,  and  depreciation  expenses  will  be  recorded  in  the 
financial  records.   These  procedures  will  be  followed  regardless 
of  the  source  of  acquisition  funding  for  the  asset. 

In  FY  1992,  cost  of  operations  for  activities  that  were 
previously  industrially  funded  included  funded  depreciation  on 
all  assets,  including  those  that  had  previously  been  acquired 
through  the  Asset  Capitalization  Program.   Cost  of  operations  in 
FY  1992,  for  business  areas  that  were  previously  unit  costed  and 
had  capital  budgets,  included  funded  depreciation  on  assets 
installed  as  of  October  1,  1990.   Additionally,  business  areas 
new  to  the  revolving  fund  in  FY  1992  included  in  their  cost  of 
operations  funded  depreciation  on  all  assets  installed  after 
October  1,  1991.   Additionally  business  areas  that  were 
previously  unit  costed,  or  are  new  to  the  Fund,  recorded  in  the 

13 


68 


234 


Defense  Business  Operations  Fund  Financial  Statements  -  FY  1992 


financial  records  unfunded  depreciation  on  all  other  assets 
identified  and  capitalized  in  FY  1992. 

In  FY  1993,  cost  of  operations  for  all  Fund  activities  will 
include  funded  depreciation  on  all  capital  assets  regardless  of 
funding  source,  year  of  installation,  or  year  of  capitalization. 

10.   Full  recovery  of  costs.   Pricing  guidance  is  consistent 
with  long  standing  OoD  policy  calling  for  break-even  operation  of 
certain  business  functions  within  the  Department.   Previous  stock 
and  industrial  fund  operations  were  expected  to  break  even  over 
the  long  tera.   In  actuality,  prior  year  operations  have  at  times 
resulted  in  substantial  losses  remaining  on  the  financial  records 
over  a  number  of  years.   Management  philosophy  and  focus  under 
the  Fund  has  reaffirmed  the  Department's  policy  for  budgeting  on 
a  breakeven  basis.   As  a  result,  prices  ir.  future  budget 
submissions  will  be  uniformly  established  to  recover  the  full 
cost  of  operations,  including  recovery  of  prior  year  losses  or 
return  of  prior  year  gains,  by  the  end  of  the  budget  year. 

All  businesses  in  the  Fund  are  required  to  set  their  prices 
based  upon  full  cost  recovery.   Prices  or  rates,  as  appropriate, 
remain  fixed  during  the  year;  actual  costs  are  evaluated  against 
established  prices;  and  the  financial  condition  assessed 
accordingly.   Profits  or  losses  will  be  determined  at  the  end  of 
the  year  and  reflected  in  price  adjustments  to  the  customers  in  a 
subsequent  year.   Establishing  rates  based  on  costs  assists 
individual  program  managers  (customers)  in  making  cost  effective 
program  decisions.   Such  decisions  may  involve  selecting  among 
alternative  goods  or  services,  choosing  from  competitive  sources 
providing  similar  goods  or  services,  or  determining  whether  to 
replace  or  to  repair  an  item.   Assessing  the  financial  health  of 
the  Fund  through  the  evaluation  of  financial  results  will  improve 
the  emphasis  on  the  cost  of  doing  business  and  ultimately  reduce 
the  prices  charged  to  the  operating  forces,  and  thus  the  cost  of 
those  forces. 

Prices  for  all  business  areas  in  the  Fund  are  set  to  produce 
an  accumulated  operating  result  (AOR)  of  zero  in  FY  1993.   This 
should  eliminate  the  need  for  passthroughs,  which  have  previously 
been  used  to  recover  losses.   Also,  by  setting  prices  to  recover 
losses  or  refund  gains,  visibility  over  the  effect  that  each 
business  area  has  on  the  performance  of  the  Fund  will  be 
maintained.   Alternatively,  using  a  passthrough  to  recover  a  loss 
would  be  undesirable  since  it  would  be  made  to  the  Fund,  and  the 
performance  of  individual  business  areas  would  be  obscured. 


▼  .  BPUCATIOH    AMD   TRAIin»a 

A.   overview 

Since  the  initiation  of  the  Fund,  significant  actions  have 
been  taken  to  provide  the  Military  Services  and  Defense  Agencies 
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information  on  developmental  issues  as  well  as  specific  policies 
and  procedures.   In  part,  this  information  is  made  available  in 
the  form  of  DoO  Comptroller  memoranda  and  changes  to  OoO 
regulations  and  procedures  discussed  elsewhere  in  this  plan. 
Otner  actions,  such  as  briefings,  workshops  and  training  classes, 
have  become  a  routine  and  essential  part  of  the  information  flow. 

B.  Briefings  and  Other  Informational  reruns 

The  OoO  Comptroller  staff  has  developed  much  information  on 
the  implementation  and  operation  of  the  Fund  and  unit  cost 
resourcing.   One  way  that  has  been  used  extensively  to 
communicate  this  information  is  the  presentation  of  briefings  by 
the  OoO  Comptroller  staff.   Such  briefings  were  delivered  in  a 
number  of  forums  and  have  reached  thousands  of  DoO  managers  and 
employees  over  the  past  year.   Another  major  method  used  is  the 
Unit  Cost  Resourcing  Task  Groups.   These  groups  include  Service 
Secretary  and  major  command  level  personnel  who  are  responsible 
for  implementing  the  Fund  as  well  as  unit  cost  resourcing  within 
their  own  Component.   Other  foruns  have  also  been  used  to  present 
information  about  the  Fund  including  American  Society  of  Military 
Comptrollers  conferences  and  Professional  Development  Institute 
workshops,  and  briefings  and  lectures  held  at  Services'  schools, 
e.g.,  Professional  Military  Comptroller's  School,  Naval 
Postgraduate  School,  Defense  Systems  Management  College,  and  the 
Army  Management  Engineering  College. 

The  DoO  Comptroller  staff  will  continue  to  brief  interested 
groups,  but  alternative  media  are  required  to  reach  a  wider 
audience  and  are  being  pursued.   A  video  briefing  is  planned  for 
development  to  explain  the  Fund's  goals,  policies  and 
implementation  processes.   Also  planned  for  publication  and 
distribution  are  other  forms  of  easily  exportable  information 
such  as  pamphlets  and  educational  aids  for  delivery  via  diskette. 

C.  Training  and  education 

In  December  1990  DoD  Comptroller  launched  the  financial 
management  education  and  training  initiative.  The  objective  of 
this  initiative  is  to  revitalize  and  define  the  universe  of 
financial  management  education  and  training.  This  education  and 
training  is  critical  to  the  successful  implementation  of  DoD-wide 
systems  and  core  principles  common  to  financial  management  across 
all  Components.   A  catalog  of  education  and  training  offerings 
was  developed,  the  financial  management  work  force  was  surveyed 
and  an  advisory  board  structure  was  developed  to  analyze  current 
and  future  training  needs  in  the  financial  management  community. 
Through  this  process,  training  needs  will  be  reviewed,  new 
mater iels  as  required  will  be  added,  and  duplicative  course  work 
eliminated. 

The  DoD  Comptroller  staff  has  undertaken  an  initiative 
specifically  focused  on  develop ir.g  new  methods  needed  to  support 
implementation  of  the  Fund  and  ar.-.z   cost  resourcing.   This  effort 
is  led  by  DoD  Comptroller  staff  i-i  involves  the  spectrum  of  DoD 
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training  and  educational  institutions.   The  formal  process 
ommenced  at  an  April  1992  meeting  of  representatives  of  the  DoD 
financial  management  educational  community.   The  purpose  of  this 
meeting  was  to  identify  current  curricula,  review  the  curricula 
quality  control  process,  define  specific  training  requirements, 
and  develop  resources  and  strategies  to  address  those  training 
needs. 


vz.    flttoinM  at  nanaa 

The  expanded  use  of  businesslike  financial  practices  and  the 
establishment  of  a  management  structure  designed  to  encourage  the 
reduction  of  production  cost  will  benefit  the  mission  customer 
foremost.   At  the  same  time,  the  DoD's  ability  to  better  manage 
its  resources  will  be  improved.   The  specific  benefits  of  the 
Fund  are  summarized  below: 

•  A  customer-provider  relationship  is  developed  between 
the  customer  (normally  the  operating  forces)  and  the  provider 
(the  support  activity) .   This  relationship  allows  customers  to 
determine  the  level/quantity  of  support  they  need  to  perform 
their  mission.   Support  activities  will  produce  goods  or  provide 
services  to  meet  customer  demand. 

•  The  Fund  provides  the  customers  a  true  picture  of  their 
support  costs,  thereby  allowing  them  to  make  more  informed 
decisions.   The  more  functions  that  are  included  in  the  Fund,  the 
closer  OoO  moves  to  mission  budgeting. 

•  DoD  managers  are  encouraged  to  focus  on  performance  and 
cost  management  by  increasing  emphasis  on  business  operations  and 
deemphasizing  cash  management. 

•  The  Fund  will  be  instrumental  in  providing  DoD  managers 
at  all  levels  a  supportive  financial  system  that  produces  useful 
and  timely  financial  management  information. 

•  The  customer,  the  most  appropriate  organization  to 
determine  requirements,  justifies  support  funding. 

•  Stabilizing  prices  to  customers  through  the  Fund  helps 
ensure  that  approved  programs  are  executed  as  planned. 

•  Overall  accounting  work  load  is  lessened,  without 
reducing  visibility  of  costs,  due  to  lessening  of  fiscal  (cash) 
transfers  internal  to  the  Fund.   Procedures  are  being  developed 
to  allow  the  recognition  and  recording  of  revenue  and  expenses  by 
each  business  area  in  the  Fund  for  certain  types  of  reciprocal 
interchanges,  without  the  exchange  of  cash  or  recording  of 
obligations.   Intrafund  transactions  will  be  utilized  instead  of 
the  more  expensive  and  time  consuming  expenditure  transactions 
reconciliation  processes  used  today. 
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•  Capital  budgeting  provides  visibility  of  the  true  total 
cost  of  an  operation  and  allows  both  the  customer  and  review 
organizations  (i.e.,  the  Services,  OSD  and  Congress)  to  make  more 
informed  decisions.   It  also  prcvides  a  mechanism  to  determine 
whether  the  expected  benefits  of  the  decision  are  realized. 
Total  cost  management  helps  production  managers  weigh  investment 
needs  to  achieve  optimum  results  for  the  resources  expended.   The 
manager  can  determine  whether  investment  will  help  achieve  long- 
term  lower  costs  and  provide  more  incentive  to  make  that 
investment. 

•  Minimal  new  procedures  were  required  to  implement  the 
newly  established  Defense  Business  Operations  Fund  because  DoO 
has  been  in  the  revolving  fund  business  since  1951.   There  are 
existing  cost  accounting  systems,  which  when  modified  to  accept 
the  new  requirements  and  controls,  will  continue  to  serve  local 
managers  in  a  more  efficient  and  expanded  capacity. 

•  By  linking  support  activity  funding  to  customer 
requirements,  rather  than  prior  year  expenditures,  we  will  change 
many  managers'  previous  mind-set  of  spending  every  dollar 
available  to  them  this  year  for  fear  that  they  may  not  get  as 
much  next  year. 

•  The  expanded  cost  visibility  increases  all  managers' 
accountability  for  their  decisions.   Customers  will  provide 
justification  as  to  why  programs  are  required;  the  Fund 
activities  will  provide  information  on  their  efficiency  and 
effectiveness. 

•  The  ability  of  Congress  to  influence  or  exercise 
oversight  will  be  improved  through  the  separation  of  the 
customers  and  the  suppliers.   Congress  will  receive  better 
information  about  the  nature  and  the  coat  of  DoD  activities  under 
review.   Financial  statements  will  provide  operations  and 
investment  cost  information  that  will  not  only  show  how  much  is 
being  spent  to  perform  support  missions,  but  also  how  efficiently 
the  missions  are  being  performed. 

•  Savings  resulting  from  better  business  practices  that 
are  encouraged  by  the  Fund  will  reduce  expenditures,  maintain 
levels  of  readiness  and  service,  and  absorb  staff  reductions 
driven  by  increasingly  constrained  budgets.   Every  dollar  saved 
in  the  support  establishment,  while  still  providing  the  same 
quality  level  of  support,  means  another  dollar  overall  available 
to  meet  national  security  requirements  within  the  reduced  funding 
levels  of  DoO. 


▼XX.  COHCLPaiOH 

The  Fund  provides  the  Department  with  the  resource 
management  structure  required  by  support  organizations  to  ensure 
that  mission  customers  are  provided  the  best  possible  product  or 
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service  at  the  lowest  cost.   The  Department  is  aggressively 
pursuing  all  actions  required  to  ensure  prudent  and  rational 
implementation  of  the  Fund.   Successful  implementation  of  the 
Fund  will  yield  improved  capabilities  to  the  Department.   The 
existing  financial  structure,  with  necessary  interim  policies  and 
procedures,  provides  a  solid  framework  for  establishing  sound 
business  management  practices. 

Improvement  requires  constant  attention  and  promotes  change 
to  the  established  way  of  doing  business.   We  must  continue  to 
search  for  alternative  ways  to  meet  the  Department's  performance 
and  quality  goals  at  minimum  cost. 
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Principal  Statements        II-l 


DEFENSE  BUSINESS 
OPERATIONS  FUND 

PRINCIPAL  STATEMENTS 
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Principal  Statements        1 1 -3 


Department/Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Financial  Position 

as  of  September  30.  1992 

(Dollars  i 


ASSETS 

1.   Financial  Resources: 

a.  Fund  Balances  with  Treasury 

b.  Cash 

c.  Foreign  Currency 

d.  Otber  Moncury  Assets 

t.  Investments,  Non-Federal 

r.    Accounts  Receivable.  Net  -  Non-Federal 

g.  Inventories  Held  for  Sale.  Net 

h.  Loans  Receivable.  Net  -  Non-Federal 

i.    Advances  and  Prepayments.  Non-Federal 

j.    Property  Held  for  Sale 

k.  Other.  Non-Federal 

I.    Int/agoveremental  Items: 

(1)  Accounts  Receivable.  Federal 

(2)  Loans  Receivable.  Federal 

(3)  Investmeaa,  Federal 

(4)  Other.  Federal 

m    Total  Fmanciai  Resources 

2.  Noo-Fujaooal  Resources 

a.  Resources  Traaslenblc  to  Treasury 

b.  Inventories  Not  Held  for  Sale 

c.  Property.  Plant  and  Equipment,  Net 

d.  Other 

e.  Total  Non-Financial  Resources 

3.  Total  Asset: 
LIABILITIES 

4.  Fuaded  Liabilities 

a.  Accounts  Payable.  Non-Federal 

b.  Accrued  Interest  Payable 

c.  Accrued  Payroll  and  Benefits 

d.  Accrued  Entilement  Benefits 

e.  Lease  Liabilities 

f.  Debt 

g.  Guarantees  Payable 

b    Other  Funded  Liabilities.  Non-Federal 


1992 


J4. 134.600.298 
27.506 


469.277.332 

79.318.762.158 

1.576. 155  J13 

1.164.405.031 

1.425 .370.5 12 

6.106.265.974 

225.191.610 

i94.J20.005.734 


9.26 1. 339.198 

1U52J46.969 

3.097.833.973 

523.71  1 .522.240 

SI  18.131 .527.974 


6.813.942.805 

1.016.372.689 

3.958.807 

673 .593 


111.608.290 


The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Department/ Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Financial  Position 

as  of  September  30,  1992 

(Dollars) 

LIABILITIES  Continued 

1992 

i.    Ini.-igoveramental  Labilities 

(1 )  Accounts  Payable.  Federal 

(2)  Debt 

(3)  Deferred  Revenue 

(4)  Oiber  Funded  Labilities.  Federal 
j.    Tool  Funded  Labilities 

53.742.675.818 

1.576.155J13 

334,635.605 

1 J  14.301255 

SI4  914.325.175 

5.    Unfunded  Liabilities: 

a.  Accrued  Leave 

b.  Lease  Liabilities 

c.  Pensions  and  Otber  Actuarial  Liabilities 

d.  Other  Unfunded  Liabilities 

e.  Total  Unfunded  Labilities 

215.028.7% 

929.327.498 
SI. 144.356.294 

6.     TOTAL  LIABILITIES 

S16.058.681.469 

NET  POSITION 

7.    Fund  Balances: 

a.  Revolving  Fund  Balances 

b.  Trust  Fund  Balances 

c.  Appropriated  Fund  Balances 

d.  Total  Fund  Balances 

103.213.401.594 

J  103.213.401  J94 

8.  Less  Future  Funding  Requirements 

9.  Net  Position 

1.140.554.733 
SI  02.072.846.861 

10.    Total  Liabilities  and  Net  Position 

SU8.131J28.330 

The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Principal  Statements        1 1  -5 


Department/ Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Operations  (and  Changes  in  Net  Position) 

for  Period  Ended  September  JO,  1992 

(Dollars) 


REVENUES  AND  FINANCING  SOURCES 

1.  Appropriations  Expensed 

2.  Revenue!  from  Salu  of  Goods 
1.  To  the  Public 

b.  Intragovemmeatsl 

3.  Interest  ind  Penalties,  Non-Fedenl 

4.  Interest,  Federal 
5     Taxes 

6.  Other  Revenues  and  Financing  Sources 

7.  Less:  Taxes  and  Receipts  Rcnimed  to 

the  Treasurv 


UK 

S3.424.3X.000 

6.496.906.936 
63,727.671.408 


45.199.697,088 


8.    Tout  Revenues  and  Financing  Sources 

S118.S48.J75.432 

EXPENSES 

9.    Cost  of  Goods  or  Services  Sold 

a.  To  the  Public 

5. 197.338. 177 

b.  Intragoverruncntal 

J4.247.148.47S 

10.  Program  or  Operation  Expenses 

18.150404,617 

11.   Depreciation 

789,707.784 

12.  Bad  Debts  and  Write-offs 

26,603,083 

13.  Interest 

a.  Federal  Financing  Bank/Treasury 

Borrowing 

b.   Federal  Securities 

c.  Other 

16427.148 

14.  Other  Expenses 

40.274.761222 

IS.  Total  Expenses 

SI  18.702491J06 

16.  Excess  (Shortage)  of  revenues  and 

Financing  Sources  Over  Total  Expenses 

Before  Adjustments 

145483.926 

17.  Plus  (Minus)  Adjustments: 

a.   Extraordinary  Items 

(848J16.409) 

b.   Prior  Period  Adjustments 

2.148.268.018 

18.  Excess  (Shortage)  of  Revenues  and 

Financing  Sources  over  Tout  Expenses 

S1.44S,83543J 

19.  Plus:  Unfunded  Expenses 

122.088.036 

20.  Excess  (Shortage)  of  Revenues  and 

Financing  Sources  Over  Funded  Expenses 

Jl.567,923471 

The  accompanying  notes  are  an  integral  pan  of  these  statements. 
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II-6    Principal  Statements 


Department/Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Operations  (and  Changes  in  Net  Position) 

for  Period  Ended  September  30,  1992 

(Dollars) 


EXPENSES  Continued  1992 

21.  Net  Position,  Beginning  Balance 

12.  Excess  (Shortage)  of  Revenues  and  Financing 

Sources  Over  Total  Expenses  S  1.4 17,936.423 

23.  Plus  (Minus)  Equity  Transfers  100.667.603.274 

24.  Net  Position,  Ending  Balance  S  102.085  J39.697 
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Department/ Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Cash  Flows  (Indirect) 

for  the  Period  Ended  September  30,  1992 

(Dollars) 

Cash  Flowi  from  Operating  Activities: 

1992 

1.     Excess  (Shortage)  of  Revenues  and  Financing  Sources 

Over  Tout  Expenses 

S1.445.S35.533 

Adjustments  affecting  Cash  Flow: 

2      Appropriations  Expensed 

(10.509,137,247) 

3.     Decrease  (Increase)  in  Accounts  Receivable 

(1.5:-2.094,846) 

4.     Decrease  (Increase)  in  Loans  Receivable 

5.     Decrease  (Increase)  in  Other  Assets 

(1.907.181.593) 

6.     Increase  (Decrease)  in  Accounts  Payable 

793.973.847 

7.     Increase  (Decrease)  in  Debt 

8.     Increase  (Decrease)  in  Other  Liabilities 

409.736.644 

9.     Depreciation  and  Amortization 

789,707.784 

10.  Other  Unfunded  Expenses 

1.911.400,136 

11.  Other  Adjustments 

499.430.884 

12.  Total  Adjustments 

(S9_544.164.391) 

13.  Net  Cash  Provided  (Used)  by  Operating  Activities 

(S8.098.328.S56) 

Cash  Flows  Iron  Non-Operating  Activities: 

14.  Proceeds  from  Sales  of  Investments 

15.  Proceeds  from  Sales  of  Property,  Plant  and  Equipment 

16.  Purchases  of  Investments 

17.  Purchases  of  Property.  Plant  and  Equipment 

695.091.650 

18.  Net  Cash  Provided  (Used)  by  Noo-Opcraling  Activities 

(S695.091.650) 

CASH  PROVIDED  (USED)  BY  FINANCIAL  ACTIVITIES 

19.  Appropriations  (Current  Warrants) 

3.424,200.000 

20.  Add: 

a.  Restorations 

b.  Transfers  of  Cash  from  Others 

6.493.606,441 

21.  Deduct: 

a.  Withdrawals 

b.  Transfers  of  Cash  io  Others 

2.623 .296.344 

22.  Net  Appropriations 

S7.294.5 10.097 

The  accompanying  notes  are  an  integral  pan  of  these  statements. 
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II-8    Principal  Statements 


Department/ Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Cash  Flows  (Indirect) 

for  the  Period  Ended  September  30, 1992 

(Dollars) 

CASH  PROVIDED  (USED)  BY  FINANCIAL  ACTtVITDZS  Continued  1991 

23.  Borrowing  from  tic  Public 

24.  Repaymenu  an  Loans 

23.  Borrowing  Cram  the  Treasury  and  Ibe  Federal  Financing  Bank 

26.  Repaymenu  on  Loans  from  ibe  Treasury  and  the  Federal  Financing 

Bank  31.527.883.970 

27.  Other  Borrowings  and  Repaymenu 

28.  Net  Cash  Provided  (Used)  by  Financing  Activities  5,766.626,127 

29.  Net  Cjjh  Provided  (Used)  by  Operating,  Non-Operating  and 

Financing  Activities  (3,026,794,379) 

30.  Fund  Balance  with  Treasury,  Cash,  and  Foreign  Currency,  Beginning  

31.  Fund  Balance  with  Treasury,  Cash,  and  Foreign  Currency,  Ending  (S3.026. 794,3  79) 


The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Defense  Business  Operations  Fund  Financial  Statements  -  FY  1992 


Principal  Statements        11-9 


Department/Agency:  Department  of  Defense 

Reporting  Entity:  Defense  Business  Operations  Fund  Principal  Statements 

Statement  of  Budget  and  Actual  Expenses 

for  the  Period  Ended  September  30,  1992 

(Dollars) 


BUDGET 


Obligations 


Nnnw  IS) 

Amy 
Navy 
Ajr  Force 
Detenu  Agencies 

cis  a  t.  orrso 

DFAS  Financial  OPS 

DECA 

Joini  Log  Corp  Acct 

Touts 


Resources 


Si  1.784.546.103 

27.568.008.715 

15.747.935.684 

13.164.116.709 

1.487.140.799 

651.299.753 

7.128.119.802 

294.942J37 


Direct 


J205.956.938 


S68  264.607.21 1 


I205.95o.938 


Reimbursed 

S11J37.771,707 

25.116.7S4.79l 

16.741,174.661 

11.743.228459 

U35.576.302 

688.860.168 

7,348.306.173 

320.256.635 

S64.938.929.718 


ACTUAL 

Expenses 

S29.481.S79.940 

41.S43.021.248 

:6. 144.267.6 10 

13.S49.759.698 

1.422.94U50 

536.738.562 

7.084.937.247 

7.295.628 

SI  11J  18,928,496 


Mfltf  ReeaeKiuiioo 


A.  Toul  Expenses 

B.  Add: 

(1)  Cipiu!  Acquisitions 

(2)  Loans  Disbursed 

(3)  Olber  Expended  Budget  Aulbonly 

C.  Less: 

(1)  Depreciation  and  Amortization 

(2)  Unfunded  Annual  Leave  Expense 

(3)  Olber  Unfunded  Expenses 

D.  Expended  Appropriations 

E.  Less  Reimbursements 

F     Expended  Appropriations.  Direct 


SHU  18.928.496 
696,366.132 

(16.458.279.906) 


784.340.933 

109.291.706 

21.730.267.743 

S94.772.673.789 
74.762.609,218 

J20.010.064.571 


The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Combining  Statements       ivi 


DEFENSE  BUSINESS  OPERATIONS 

FUND 

COMBINING  STATEMENTS 
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OfrlCI  OF  THE  COMPTROLLER  OF  THE  OE?ARTMLVT  OF  DEFENSE 

WASHINGTON     DC    IBM  I    .100 


JJN  I  6  r993 


MEMORANDUM  FOR  INSPECTOR  GENERAL,  DEPARTMENT  OF  DEFENSE 

SUBJECT:   Draft  Reports  on  Internal  Controls  and  Compliance  with 
Laws  and  Regulations  for  the  Defense  Business 
Operations  Fund  (DBOF)  Financial  Statements  for  FY  1992 
(Project  No.  2FG-2O08) 

This  is  in  reply  to  your  memorandum  of  May  27,  1993, 
requesting  comments  concerning  draft  audit  reports  on  the  Defense 
Business  Operations  Fund  (DBOF)  financial  statements  for  FY  1992. 

Comments  to  the  subject  draft  report  are  attached.   Due  to 
the  extensiveness  of  the  draft  report  and  the  limited  period  of 
time  provided  to  review  the  extensive  findings,  it  was  "Oi 
feasible  to  provide  detailed  responses  to  each  finding  in  rnr» 
draft  report.   In  some  cases,  additional  information  from  various 
otner  audits  referenced  in  the  draft  report,  as  well  as  a  raviev 
of  su>  i  other  referenced  audits,  is  required  in  order  r<->  permit 
this  o"'ice  to  provide  a  more  detailed  response  to  specific 
f  indi  ->v.i- . 

This  office  is  concerned  that  the  DoDIG's  findings  on 
"inadequate  Audit  Trails*  imply  that  the  DoDIG  considers  anything 
less  t.-ian  the  transmission,  or  availability,  of  the  entire  DBOF 
transaction  data  base  to,  or  at,  respectively,  Departmental 
levels  is  unacceptable  from  an  internal  controls  and  audit  trail 
perspective.   This  office  strongly  objects  to  such  an 
implication.   The  more  traditional  practice  of  transmitting 
summary  financial  reporting  information  to  Departmental  level 
activities,  while  retaining  the  more  detailed  supporting  data  at 
local  installations,  is  a  longstanding  practice  that  has  been 
widely  acceptable  not  only  within  the  Department  of  Defense,  but 
throughout  the  Federal  Government  and  the  private  sector  as  well. 
In  addition,  the  Compliance  findings  on  "Monthly  Report  of 
Operations"  and  "0MB  Bulletin  93-02"  reference  outdated,  and 
therefore,  misleading  information  to  arrive  at  incorrect 
conclusions. 

My  point  of  contact  on  these  draft  audit  reports  is 
Mr.  Oscar  Covell.   He  may  be  reached  at  (703)  697-6149. 


4i^r-T 


i^L^L 


Tucker 
Acting   Chief   Financial   Officer 
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INSPECTOR   GENERAL,    DEPARTMENT  OF   DEPENSE, 

"DRAfT   REPORT  ON    INTERNAL   CONTROLS    AND   COMPLIANCE   WITH   LAWS   AND 

REGtJLATIONS    FOR   THE   DEFENSE   BOSINESS   OPERATIONS    POND    (DBOF) 

FINANCIAL   STATEMENTS    FOR   FY    199  2" 

(PROJECT  NO.    2PG-0028) 

DEPARTMENT  OF  DEFENSE  COMMENTS 


FINDINGS 
PART  II  INTERNAL  CONTROLS 

TRANSACTIONS  NOT  PROPERLY  RECORDED  AND  ACCOUNTED  FOR 

DODIG  Finding;   Inadequate  Controls  Over  Cash.  The  DODIG 
could  not  verify  cash  balances  on  the  Consolidating, 
Combining,  and  Business  Area  Financial  Statements  for  the 
DBOF  ?Y  1992  financial  statements  because  three  of  the  five 
Defense  Finance  and  Accounting  Service  (DFAS)  Centers  were 
using  improper  accounting  procedures.   Additionally,  they 
identified  a  material  discrepancy  between  cash  balances 
reported  by  the  DBOF  and  Department  of  the  Treasury 
(Treasury)  records. 

The  DoDIG  could  not  confirm  the  DBOF  cash  transactions 
reported  by  the  DFAS-Denver  Center  because  accounting 
procedures  used  did  not  provide  adequate  separation  of 
suspense  account  transactions  made  for  the  DBOF  from 
transactions  made  for  the  Air  Force  General  Pund 
(appropriation  account  no.  57X6875).  These  procedures 
resulted  in  commingling  of  the  DBOF  transactions  with  Air 
Force  transactions.   The  reoocted  balance  in  the  overall  Air 
Force  suspense  account  for  FY  1992  was  S614.0  million  in 
collections  and  S633.0  million  in  disbursements;   however 
the  DBOF  portion  of  these  transactions  could  not  be 
determined.   In  addition,  the  DoDIG  found  that  the  DFAS- 
Denve:  Center,  on  occasion,  improperly  reported  estimates  of 
its  transactions  rather  than  actual  totals  on  its  Statements 
of  Transactions  (DO  Form  1329)  and  its  Statements  of 
Accountability  ( SF  1219)  forwarded  to  the  Treasury. 
Responsible  managers  at  the  DFAS-Denver  Center  stated  that 
they  used  an  estimate  of  cash  transactions  whenever  they  had 
not  received  the  required  transaction  information  from  its 
disbursing  offices  in  time  to  prepare  their  report  to  the 
Treasury.   The  use  of  estimates  for  these  reports  is  not 
authorized  by  OoD  or  Treasury  guidance,  and  does  not  provide 
an  accurate  assessment  of  cash  transactions. 


Accou 
and 


unting  procedures  used  by  the  DFAS- Indianapolis  Center 
the  DFAS-Cleveland  Center  precluded  net  disbursements. 


Pag«  '.  of  27 


Artac.-.ment 


109 


274 


Comptroller  of  the  Department  of  Defense  Comments 


totaling  $2.7  million  and  $26.0  million,  respectively,  from 
being  identified  to  the  proper  DBOF  business  area. 

The  3oDIG  also  found  a  material  discrepancy  in  trie  year-end 
cash  balances  between  DBOF  financial  statements  and  Treasury 
records.   According  to  the  OoO's  ?orm  and  Content  guidance, 
which  was  issued  on  December  30,  1992,  the  cash  balances  at 
the  consolidating  and  business  area  level  should  equal  the 
difference  between  cash  disbursements  and  cash  collections 
during  the  fiscal  year.   The  DoDIG  identified  a  variance  of 
approximately  S649.0  million  between  what  Treasury  reported 
as  a  reduction  to  the  DBOF  appropriation  ($3,160  billion) 
and  what  the  business  area  financial  statements  reported  on 
the  Fund  Balance  with  Treasury  account  ($2,511  billion). 
Likewise,  there  was  a  S649.0  million  variance  in  what 
Treasury  reoorted  as  Current  Year  Appropriations  at  the  end 
of  FY  1992  "(S7.295  billion)  and  what  the  DBOF  Combining 
Statements  presented  as  Fund  Balance  with  Treasury, 
Departmental  ($6,646  billion).   The  DoDIG  was  able  to  trace 
the  $649.0  million  discrepancy  to  four  business  areas: 

•  Army  Force  Supply  Management 

•  Air  Force  Supply  Management 

•  Defense  Supply  Management 

•  Navy  Distribution  Depot 

At  the  conclusion  of  the  audit  field  work,  the  auditors 
still  had  not  determined  the  cause  of  the  discrepancy. 

DoD  RESPONSE :   Partially  concur.   Concur  that  the  practice 
of  commingling  Defense  Business  Operations  Fund  (97X4930) 
and  other  DoD  funds  representing  undistributed  disbursement 
and  collection  transactions  is  improper  and  that  it  is  also 
improper  to  report  estimated  cash  transactions  on  the 
Statement  of  Transactions  (DD  Form  1329)  and  the  Statement 
of  Accountability  (SF  1219).   It  is  noted  that  the  reporting 
of  estimated  cash  transactions  to  the  Treasury  is  not  a 
function  of  the  Business  Operations  Fund  even  though  the 
practice  does  affect  the  matching  of  DBOF  unliquidated 
obligations  with  expenditures. 

The  lack  of  information  in  the  finding  precludes  this  office 
from  commenting  on  the  accounting  procedures  at  either  the 
DFAS-Indianapolis  or  Cleveland  Centers. 

Nonconcur  with  the  reported  variance  of  $649.0  million.   The 
variance  of  $649M  is  derived  by  subtracting  the  reported 
Final  Balance  with  Treasury  ($2. SUB)  reported  on  financial 
statements  from  the  reduction  to  the  DBOF  appropriation 
(S3.160B)  is  a  misstatement  of  fact.   First,  the  Fund 
Balance  with  Treasury  as  supported  by  the  Financial 
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Statesents  is  not  S2.522  billion,  bur  S4.1  billion.   Second, 
the  "reduction"  to  the  DBOF  appropriation  is  actually  the 
Net  Outlays  from  the  appropriation  and  will  almost  never 
result  in  the  Fund  Balance  with  Treasury  since  this 
calculation  does  not  consider,  Beginning  Balance,  Transfers- 
In,  or  Transfers  Out.   While  the  DBOF  had  no  Beginning 
Balance,  there  were  Transfers-In  and  Transfers-Out  that 
should  have  been  considered  in  computing  the  Fund  Balance 
with  Treasury.   The  amount  that  the  auditors  claim  Treasury 
reported  as  Current  Year  Appropriations  (7.29S  billion)  is 
neither  Current  Year  Appropriations  nor  Fund  Balance  with 
Treasury. 

DoD  guidance  on  form  and  content  of  October  27,  1992, 
advised  that  the  Treasury  balance  was  held  at  the  DoD 
Comptroller  level  and  that  a  combining  statement  would  be 
prepared  showing  DoD  Component  balances,  the  Departmental 
(DoD  Comptroller)  Fund  Balances  with  Treasury,  and  that  the 
sum  of  those  would  equal  the  Fund  Balance  With  Treasury 
reported  by  the  Treasury  Department.  The  DBOF  Fund  Balance 
With  Treasury  shown  on  the  Combining  Statement,  and  the 
Principal  Statements,  as  of  September  30,  1992,  was 
$4,134,600,298. 

DODIG  Finding;   Transactions  For  and  By  Others  Not  Recorded 
in  a  Timely  Manner.  Timing  differences  in  recording 
transactions  resulted  in  variances  between  the  DFAS  Centers 
and  the  business  areas.   The  financial  statements  for  each 
business  area  must  exclude  Transactions  For  Others  and 
include  Transactions  By  Others.   The  transactions  for  and  by 
others  are  not  recorded  at  the  business  area  level  until  the 
transactions  have  been  reviewed  and  accepted.   This  lag  in 
retorting  causes  discrepancies  between  financial  data  at  the 
DFAS  Centers  and  operating  data  at  the  business  areas  and 
results  in  "unmatched"  buyer  and  seller  transactions, 
unliquidated  obligations,  and  undistributed  balances.   The 
variances  overstate  accounts  receivable  and  understate 
accounts  payable  at  the  business  areas.   The  DoDIG  found 
subsidiary  records  did  not  support  $2.95  billion  of 
unliquidated  obligations  recorded  in  the  Defense  Fuel  Supply 
Center  (DFSC)  trial  balance  portion  of  the  Defense  Logistics 
Agency  Supply  Management  business  area.   The  DFAS  and  the 
DFSC  did  not  ensure  the  accuracy  and  completeness  of  the 
recorded  obligations.   Also,  the  subsidiary  records  were  not 
available  in  sufficient  detail  to  support  $492.7  million  of 
undistributed  disbursements  and  $356.1  million  of 
undistributed  collections. 

DoD  RESPONSE:   Partially  Concur.   Undistributed  disburse- 
ments and  collections  at  the  DoD  Component  departmental 
level  are  applied  against  accounts  payable  and  accounts 
receivable  at  the  departmental  level.   However,  disburse- 
ments and  collections  that  have  beer,  identified  and 


Pace  3  of  27  A:-.achment 


HI 


276 


Comptroller  of  the  Department  of  Defense  Comments 


distributed  by  the  departmental  level,  but  are  not  recorded 
in  the  same  reporting  period  at  the  DBOF  activity  level, 
will  result  in  an  under/overstatement  of  accounts  payable 
and  receivable  at  the  DoD  Component  DBOF  activity  level. 
The  reference  in  the  finding  to  unsupported  unliquidated 
ooligations,  and  that  DFAS  and  DFSC  did  not  ensure  the 
accuracy  of  recorded  transactions,  is  not  supported  by  the 
facts  in  the  finding. 

DODIG  Finding:   Improper  Elimination  or  Reporting  of 
Intrafund  Transactions.   Approximately  $17. 7  billion  of 
intrafund  transactions  among  business  areas  of  the  DBOF  are 
not  properly  identified  or  eliminated  from  the  FY  1992  DBOF 
Combining  or  Consolidated  financial  statements.   This  is  a 
result  of  the  lack  of  specific  DBOF  controls  and  policies 
regarding  the  treatment  of  these  transactions.   In  addition, 
the  present  accounting  systems  used  to  record  disbursements 
and  collections  are  not  designed  to  identify  and  retain  the 
intrafund  data  when  both  the  buyer  and  seller  are  DBOF 
activities.   Due  to  the  lack  of  guidance  and  inadequate 
accounting  systems.  The  DoDIG  was  unable  to  determine  what 
amount  of  intrafund  transactions  should  have  been  eliminated 
or  disclosed  in  the  DBOF  financial  statements.   The  DoD 
Comptroller  estimated  $17.7  billion  in  intrafund 
transactions  for  the  DBOF  during  FY  1992. 

DoD  RESPONSE:   Concur.   DBOF  Intrafund  Policy  has  not  been 
published.   Until  such  policy  is  issued,  changes  to  DoD's 
accounting  systems  to  identify  and  record  intrafund  trans- 
actions should  not  be  made. 


DODIG  Finding:   Depreciation  Computations  Incorrect. 

Depreciation  schedules  had  not  been  developed  for  capital 
assets  throughout  the  reporting  entities.   This  caused  many 
of  the  entities  to  incorrectly  report  depreciation.   The  DoO 
7220. 9-M,  DoD  Accounting  Manual,  prescribes  depreciation 
guidance  and  subsequent  policies  and  procedures  included  in 
the  DoD  Comptroller's  memorandum  on  "Capital  Asset 
Accounting  Guidance  for  the  Defense  Business  Operations 
Fund,"  July  21,  1992,  require  that  depreciation  be  computed 
using  the  straight-line  method.   The  straight-line  method  is 
based  on  the  original  acquisition  cost  or  reasonable 
estimate  divided  equally  among  accounting  periods  during  the 
asset's  useful  life.   For  example.  Army  Depot  Maintenance 
personnel  did  not  accurately  compute  depreciation  of  fixed 
assets,  both  because  personnel  recorded  incorrect 
information  and  because  personnel  did  not  have  an  accounting 
system  that  allowed  them  to  compute  depreciation.   The  Air 
Force  Depot  Maintenance  did  not  depreciate  capital  assets  at 
their  useful  lives  because  Air  Force  depreciation  policy  did 
not  agree  with  the  guidance  memorandum  issued  by  the  DoD 


Pace  4  of  27  Attachment 


112 


277 


Comptroller  of  the  Department  of  Defense  Comments 


Comptroller .   As  a  result,  depreciation  was  understated  by 
$9.7  million. 

DoD  RESPONSE:   Concur  in  principle.  The  Department  agrees 
that  some  of  the  Defense  Agencies  do  not  have  an  adequate 
property  system  to  compute  depreciation  accurately  and  in  a 
mechanized  mode.   The  Department  is  in  the  process  of 
integrating  the  Installation  Equipme.-.t  Management  System 
(ISMS)  with  the  Defense  Business  Management  System  -.0 
achieve  a  capability  to  process  property  transactions, 
including  depreciation,  on  a  transaction  basis.   However,  it 
should  be  noted  that  the  Business  Operations  Fund  reported 
depreciation  expense  in  FY  1992  of  S789.7  million  of  which 
the  reported  understatement  of  $9.7  million  is  approximately 
1.2  percent. 

DODIG  Finding:   Accounts  Receivable  Not  Confirmed  and 
Revenue  Hot  Recognized.   Accounts  receivable  and  revenue 
balances  were  misstated  due  to  inaccurate  accounting  entries 
and  lack  of  controls  in  place  to  properly  record  these 
entries.   Specifically,  the  Air  Force  Depot  Maintenance  did 
not  recognize  at  least  $274.0  million  in  revenue  associated 
with  work  completed  as  of  September  30,  1992.   It  also  had 
inaccurate  journal  voucher  entries  of  $221.0  million  to  the 
accounts  receivable  and  the  progress  billings  account. 
Also,  the  Air  Force  Transportation  revenue  was  not  always 
processed  for  billing.  The  Air  Force  Audit  Agency  found 
about  $9.6  million  of  revenue  earned  for  the  movement  of 
passengers,  cargo  and  mail  on  established  routes,  was  not 
billed.   Pinally,  the  Air  Force  Base  Support  accounting 
controls  were  not  in  place  to  record  revenue  and  receivable 
transactions  in  the  correct  accounting  period.   As  a  result, 
revenue  of  $7.2  million  and  accounts  receivable  of  $1.2 
million  may  be  materially  misstated. 

DoD  RESPONSE:   Concur.   Revenue  should  be  recognized  and 
reported  in  accordance  with  current  guidance;  and  accounts 
receivable  should  be  accurately  recorded  and  collected.   It 
is  noted  that  the  revenue  of  $7.2,  and  $1.2  of  accounts 
receivable,  applies  to  the  Air  Force  Base  Support  business 
area,  not  DBOF  as  a  whole. 

DODIG  Finding;   Liabilities  Hot  Properly  Accounted  For. 

Liabilities  of  the  DBOF  were  misstated  due  to  the  lack  of 
accounting  controls  and  the  failure  of  accounting  personnel 
to  follow  the  DoD  7220. 9-M,  "DoD  Accounting  Manual."  The 
Navy's  Military  Sealift  Command  business  area  had  estimated 
invalid  accruals  of  $38.1  million  for  Charter  Hire,  S14S.2 
million  for  Cargo,  and  $38.1  million  for  supplies  and 
services.   The  invalid  accrue',  amounts  were  accrued  in  the 
wrong  year,  no-  adequately  liquidated,  and  improperly 
written  off.   Additionally,  the  Air  Force  Audit  Agency  found 
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that  Air  Force  Supply  Managemen 
and  disbursements  to  foreign  go 
accounted  for.   The  Air  Force  F 
or  pay  for  fuel  purchases  away 
S3. 8  million  of  off-station  fue 
when  the  transaction  occurred. 
Support  did  not  reconcile  accou 
unpaid  bills.   The  payroll  accr 
accurate  recording  of  payroll  t 
adjusting  entries  for  payroll  e 
Also,  accounting  controls  were 
all  valid  payroll  transactions 
and  reporting  payroll  transacti 
period.   As  a  result,  S2.6  mill 
substantiated. 


,  Fuel  Division  purchases, 
vernmen:s  were  not  properly 
uel  Division  did  not  record 
from  home  and  did  not  report 
1  purchases  in  the  period 

Also,  the  Air  Force  3ase 
nts  payable  balances  to 
ual  procedures  did  not  ensure 
ransactions  or  correct 
xpenses  to  actual  amounts, 
not  in  place  for  recording 
in  plant  financial  records 
ons  in  the  correct  accounting 
ion  of  payables  could  not  be 


DoD  RESPONSE:   Concur.   Liabilities  for  accounts  payable 
should  be  accrued  in  the  period  incurred  and  reconciled  to 
subsidiary  accounts. 


ASSETS  NOT  SAFEGUARDED  AGAINST  LOSS  FROM  UNAUTHORIZED  USE 


•    DODIG  Finding:   Lack  of  Supporting  Documentation.   Our 

substantive  testing  on  the  Fund  Balance  with  Treasury 
account  identified  a  lack  of  supporting  documentation.   The 
DoD  Directive,  501S.2,  Records  Management  Program,  March  22, 
1991,  requires  the  DoD  Components  to  establish  and  maintain 
a  central  Records  Management  Program  to  ensure  that  DoD 
records  are  maintained  and  managed  from  creation  through 
disposal.   The  DoDIG  determined  subsidiary  records  were  not 
available  to  support  adjustments  of  $2.74  billion  in  the 
DFSC  Statement  of  Cash  Flows  and  $1.14  billion  of  other 
unfunded  expenses  in  the  Division's  Statement  of  Budget  and 
Actual  Expenses.   Army  Transportation  accounts  receivable 
balances  of  about  $23.7  million  did  not  have  supporting 
documentation,  and  the  accounts  payable  subsidiary  ledger 
incorrectly  contained  debit  balances  of  about  $112.0  million 
with  no  documentation  to  support  the  recorded  entries. 
Furthermore,  the  Army  Transportation  financial  statement 
contained  $28.0  million  of  unsupported  adjustments.   The 
Navy's  Military  Sealift  Command  could  not  adequately  support 
transactions  of  $29.2  million  for  maintenance  and  repair  and 
other  per  diem  items,  $74.0  million  for  cargo,  and  $191.7 
million  for  supplies  and  services.   The  Air  Force  Supply 
Management  made  adjusting  entries  totaling  $75.0  million  and 
the  Fuel  Division  of  Supply  Management  paid  fuel  vouchers 
totaling  $6.8  million  without  required  supporting  documents. 
As  a  result,  $167.0  million  in  accounting  adjustments  or 
related  account  balances  reported  in  the  Air  Force  financial 
statements  were  not  substantiated.   The  Air  Force  Audit 
Agency  also  found  that  the  Air  Force  Depot  Maintenance 
business  area  made  incorrect  or  unsupported  entries  totaling 
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$112.2  Billion  to  year-end  contract  inventory  accounts  on 
the  financial  statements  because  Depot  Maintenance  had  not 
estao'.ished  effective  procedures  for  aaking  adjusting 
entries.   As  a  result,  the  $843.3  million  of  Inventory  Not 
Held  For  Sale  could  not  be  substantiated  on  the  Air  Force 
Depot  Maintenance  Statement  of  Financial  Position. 

DoD  RESPONSE:   Concur  in  principle.  Based  on  the  infor- 
mation presented,  it  is  clear  that  there  is  a  substantial 
lac*  of  supporting  documentation.  A  more  in-depth 
assessment  of  the  impact  of  this  deficiency  is  required 
before  the  Department  can  take  a  final  position  on  the 
causes  of  the  discrepancy  and  effect  corrective  actions. 

DOOIG  Finding;   Capital  Assets  and  Inventory  Not  Valued 
Correctly  and  Existence  Is  Uncertain.  The  valuation  methods 
of  reporting  assets  and  inventory  on  the  DBOF  financial 
statements  were  not  consistently  applied  throughout  the 
business  areas.   Also,  physical  inventories  were  not 
performed  or  reconciled  to  the  financial  records.  The  DoD 
Accounting  Manual,  DoD  7220. 9-M,  requires  physical 
inventories  of  personal  property  to  verify  the  existence  of 
property  recorded  in  general  ledger  accounts  and  provides 
detailed  guidance  on  reconciling  general  ledger  inventory 
accounts  to  subsidiary  property  records.   The  DoD  7220. 9-M 
also  provides  criteria  for  capitalizing  assets;  however,  the 
threshold  for  asset  capitalization  has  been  increased  to 
$15,000  by  the  "Capital  Asset  Accounting  Guidance  for  the 
Defense  Business  Operations  Fund,"  July  21,  1992.   The  DoD 
7200. 14-M,  "Department  of  Defense  Accounting  and  Reporting 
of  Government  Property  Lost,  Damaged,  or  Destroyed,"  May  16, 
1977,  also  provides  procedures  for  reconciling  differences 
as  a  result  of  physical  counts.  The  DoDIG  found  that  the 
OFAS  Centers  did  not  reconcile  and  match  the  physical 
inventory  to  the  financial  records  for  capital  assets. 
Also,  The  DoDIG  found  the  property,  plant  and  equipment 
account  classification  presented  on  the  DFAS  business  area 
financial  statements  was  understated  by  $13.3  million.   In 
addition,  the  Defense  Commissary  Agency  (DeCA),  Resale 
Stocks  business  area  did  not  ensure  that  approximately 
$800.0  million  of  inventory  recorded  on  the  general  ledger 
agreed  with  the  subsidiary  ledgers. 

The  Army  Depot  Maintenance  business  area  did  not  properly 
capitalize  $87.2  million  of  fixed  assets.  Assets  and 

liabilities  were  overstated  by  $70.0  million  and  $4.0 
million,  respectively,  because  two  depot  activities  were 
included  in  the  FY  1992  statements  although  they  are  no 
longer  Army  Depot  Maintenance  activities.   The  Navy's  DBOF 
fixed  assets  recorded  in  the  financial  statements  could  not 
be  located.   The  DBOF  inventory  records  Were  inaccurate,  and 
sone  fixed  assets  were  not  recorded  in  the  financial 
statements.   The  fixed  assets  that  were  reported  on  the 
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financial  statements  were  capitalized  in  error  or  in  the 
wrong  amount  and  often  were  not  removed  from  the  financial 
statements  after  disposal  or  transfer.   As  a  result,  the 
Navy's  Consolidated  Statement  of  Financial  Position  was 
understated  by  S177.5  million.   The  Air  Force  Base  Support 
business  area  did  not  accurately  record,  capitalize,  and 
value  fixed  assets.   As  a  result,  the  S5.7  million  fixed 
assets  balance  may  be  materially  misstated. 

The  Army  Depot  Maintenance  Business  Area  did  not  properly 
account  for  materiel  inventories  valued  at  about  $332.4 
million  because  of  inaccurate  costing  methods  and  poor 
record  Keeping.   Also,  about  S84.8  million  in  intransit 
inventories  reported  in  the  financial  statement  may  be 
invalid  because  the  transactions  are  old  and  supporting 
documentation  was  difficult  to  find.   Additionally,  the  Army 
Transportation  inventories  were  valued  at  the  latest 
acquisition  price.  The  Navy  OBOF  physical  inventories  were 
not  conducted  or,  when  conducted,  were  incomplete.   The 
Navy's  OBOF  unused  materiel  was  not  returned  to  the 
appropriate  inventory  account  or  recorded  on  financial 
records  and  stock  levels  were  not  always  reviewed  for 
excesses.  As  a  result,  the  Department  of  the  Navy's  DBOF 
Consolidated  Financial  Statements  contained  $153.0  million 
in  gross  inventory  misstatement. 

DoD  RESPONSE:  Concur  that  fixed  assets  and  inventories 
should  be  consistently  valued  and  accurately  reported  on 
DBOF  financial  statements.   However,  before  the  Department 
can  comment  further,  individual  audit  reports  for  the 
respective  DoD  Components  must  be  made  available  for  further 
review  and  comment. 


TRANSACTIONS  NOT  EXECUTED  IN  COMPLIANCE  HITS  EXISTING  GUIDANCE 


DODIG  Finding;  Lack  of  Reconciliation.  The  financial  data 
was  not  reconciled  to  assure  consistent  reporting  of  the 
same  information.  The  August  19,  1991,  "Fiscal  Year  1992 
DBOF  Financial  Management  Guidance,"  stated  that 
disbursement  and  collection  reports  shall  be  reviewed  and 
reconciled  to  the  Statement  of  Transactions  (SOT)  before 
being  submitted  to  the  next  reporting  level.  Each  DFAS 
Center's  divisions  and  branches  are  responsible  for  specific 
reports;  however,  The  DoDIG  could  not  identify  one  reporting 
division  or  branch  at  the  DFAS  Centers  performing  any  form 
of  reconciliation  with  the  SOT,  or  with  another  reporting 
division  or  branch,  before  or  after  the  information  is 
transmitted  to  Treasury.   This  condition  results  in 
inconsistencies  between  cash  reporting  and  financial 
presentation.  During  our  visits  to  the  DFAS  Centers,  The 
DoDIG  determined  that  no  reconciliations  of  Fund  Balances 
with  Treasury  were  performed  in  FY  1992,  which  resulted  in 
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an  unreconciled  difference  of  S15.8  aillion  between  the  DFAS 
Statement  of  Financial  Position  and  t.-.e  General  Ledger.   The 
DoO:G  found  the  DFSC  did  not  coordinate  with  the  OFAS  to 
ensure  that  financial  data  was  accurate.   The  DFSC  internal 
management  control  reviews  required  by  the  FMFIA  did  not 
determine  whether  subsidiary  ledge:  accounting  records  were 
periodically  verified  to  supporting  documentation,  did  not 
properly  track  and  report  material  weaknesses,  and  had  not 
established  procedures  to  describe  tne  coordination  between 
the  DFSC  and  the  OFAS. 

DoD  RESPONSE :   Concur.   Reconciliations  should  be  performed. 
However,  before  the  Department  can  comment  further, 
individual  audit  reports  for  the  respective  DoD  Components 
must  be  made  available  for  review. 

DODIG  Finding:   Unreliable  Weekly  Flash  Cash  Reports.  The 
Weekly  Flash  Cash  Reports  cannot  be  relied  on  to  evaluate 
cash  working  cycle  needs  of  DBOF.  A  requirement  to  prepare 
DBOF  WeeKly  Flash  Cash  Reports  was  implemented  to  aid 
management  in  determining  what  the  cash  needs  should  be  for 
a  given  time  frame.   The  DoDIG  determined  that  feeder 
reports  from  the  business  areas  did  not  agree  with  reports 
submitted  to  the  DoD  Comptroller  by  the  DFAS-Cleveland 
Center,  Defense  Accounting  Office,  Arlington,  Virginia. 
Even  though  the  DBOF  business  areas  were  providing  the 
Weekly  Flash  Cash  Reports,  the  reports  were  not  reconciled 
and  included  estimates  and  inaccuracies  that  rendered  them 
useless  for  management  cash  flow  decisions. 

DoD  RESPONSE:   Partially  Concur.   Cash  transactions  should 
be  reconciled  daily  to  the  disbursing  officer's  daily  cash 
blotter,  and  DFAS  Centers  should  not  arbitrary  change  data 
submitted  from  the  individual  disbursing  offices  before 
submission  to  the  DOD  Comptroller.  The  content  of  the 
weekly  cash  reports  should  agree  with  the  financial  reports, 
except  for  differences  in  reporting  periods.   The  Flash  Cash 
report  is  intended  to  give  management  advance  notice  of  the 
DBOF  cash  position  and  must  be  a  useful  tool  in  evaluating 
cash  needs  of  the  DBOF. 

DODIG  Finding:   Inadequate  Audit  Trails.  Audit  trails  were 
not  sufficient  to  trace  voucher  transactions  at  the  sites 
visited.  The  Joint  Financial  Management  Improvement 
Program's  publication,  "Core  Financial  System  Requirements, 
January  1988,  requires  that  systems  provide  audit  trails 
that  trace  transactions  from  source  documents  through 
successive  levels  of  summarization  to  the  financial 
statements.   The  audit  trail  should  also  be  traceable  in 
reverse.  The  accounting  systems  at  the  DFAS  Centers  in 
Columous  and  Indianapolis  do  not  include  document  or  voucher 
numbers  for  DBOF  transactions.   The  DFAS  Centers  report  DBOF 


Page  9  of  27  Attachment 


117 


282 


Comptroller  of  the  Department  of  Defense  Comments 


cash  transactions  to  Treasury  based  on  feeder  information 
from  disbursing  offices  of  each  Military  Department.   For 
example,  at  the  DFAS-Indianapolis  Center,  the  data  is 
summarized  by  the  disbursing  offices  and  batch  processed 
(daily  by  the  Air  Force  and  weekly  for  all  other  Services) 
to  the  DFAS  Center  with  a  batch  number  reference  instead  of 
a  document  or  voucher  number.   A  sample  of  SO  summarized 
transactions  selected  from  the  DFAS-Indianapolis  Center's 
accounting  system  included  more  than  7,000  detailed 
transactions.   The  detailed  transactions  are  stored  on 
microfiche  organized  by  disbursing  offices,  then  by 
appropriation.   Supporting  documentation  for  the  detailed 
transactions  is  held  on  site  for  6  months,  then  forwarded  to 
the  funding  activity.   The  Army  Audit  Agency  found  that  the 
lack  of  an  audit  trail  made  the  verification  of  account 
balances  difficult  at  the  audit  sites.   The  Air  Force 
Transportation  business  area  did  not  have  a  system  in  place 
to  accurately  capitalize  property,  plant  and  equipment.   In 
addition  the  Air  Force  Audit  Agency  was  unable  to 
substantiate  SI. 07  billion  of  channel  revenue,  $998.9 
million  of  military  personnel  expenses,  and  $339.9  million 
of  property,  plant  and  equipment  at  the  Air  Force 
Transportation  business  area  due  to  an  incomplete  audit 
trail.   Also,  disbursements  of  $546.0  million  were  made  to 
commercial  carriers  without  evidence  from  the  carriers  that 
the  services  were  rendered. 

DoD  RESPONSE:   Nonconcur.   This  finding  presumes  that  the 
entire  OBOF  transaction  data  base  is  transmitted  through 
successive  levels  of  consolidation  for  financial  reporting 
purposes.  Within  current  accounting  systems,  individual 
transactions  retain  an  audit  trail  through  the  first  level 
of  summarization.   Subsequently,  audit  trails  of  summarized 
amounts  retain  audit  trails  through  each  level  of 
consolidation. 


DODIG  Pindinq:   Lack  of  Uniform  Accounting  Systems.   The 
accounting  systems  in  use  by  the  DFAS  Centers  do  not  provide 
consistency  in  financial  reporting  or  comparability  of 
information  on  operations  for  the  DBOF.   The  CFO  Act, 
November  15,  1990,  requires  an  agency  Chief  Financial 
Officer  to  develop  and  maintain  an  integrated  agency 
accounting  and  financial  management  system.   Such  systems 
are  to  provide  for  complete,  reliable,  consistent,  and 
timely  information  prepared  on  a  uniform  basis  and 
responsive  to  the  financial  information  needs  of  agency 
management.   The  DFAS  Centers  are  using  existing  accounting 
systems  to  provide  Service-unique  information,  while  the 
DBOF  reporting  requirements  are  the  same  for  each  Service. 
Each  of  the  DFAS  Centers  has  developed  unique  computer 
programs  to  summarize  information  for  reporting  to  the  DBOF. 
The  summarized  information  isust  be  collected  from  several 
Service-unique  sources,  which  res-ilts  in  a  further  lack  of 
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comparability  Cor  data  received  foe  the  DBOF  from  the  OFAS 
Centers.   The  OeCA  did  not  have  an  effective  reporting 
system  that  systematically  summarized  financial  information. 
The  OoDlG  found  no  documented  procedures  for  the  DFSC  to 
determine  which  general  ledger  accounts  were  used  to  develop 
the  various  account  classifications  on  the  financial 
statements.   The  DoOIG  determined  that  DFAS  personnel  had  to 
crosswalk  Defense  Logistics  Agency  general  ledger  accounts 
to  the  OoO  uniform  chart  of  accounts,  then  crosswalk  the  OoD 
accounts  to  the  account  classifications  on  the  financial 
statements.   The  Army's  Depot  Maintenance  and  Transportation 
business  areas,  integrated  general  ledger  systems  were  not 
used  to  produce  the  Army's  FY  1992  financial  statements. 
Instead,  reports  from  the  Departmental  Budget  and  Reporting 
System  were  relied  on  for  preparing  financial  reports. 
Similarly,  the  Air  Force  Transportation  business  area  did 
not  have  a  fully  integrated  double-entry  accounting  system. 
Information  was  gathered  from  automated  and  manual  systems 
to  create  a  consolidated  general  ledger.   The  procedures 
used  to  create  this  general  ledger  were  not  documented,  and 
there  was  no  assurance  that  all  transactions  were  recorded. 
The  Air  Force  Supply  Management  automated  accounting  system 
was  not  in  place  to  collect  and  report  expenses  as  required 
and  the  accounting  systems  did  not  generate  sufficient  and 
suitable  accounting  data  to  permit  the  review  and 
certification  of  fiscal  year  financial  statements.   These 
conditions  exist  because  the  Standard  General  Ledger 
accounts  have  not  been  incorporated  into  the  DFAS  accounting 
systems. 

DoD  RESPONSE:   Concur  in  principle.  A  uniform  application 
of  general  ledger  balances  is  the  preferred  method  of 
consolidating  and  preparing  financial  statements.  The 
finding  does  not,  however,  present  any  evidence  that  the 
Defense  Finance  and  Accounting  Service  centers  were 
erroneous  in  their  application  of  procedures  in  the 
preparation  of  the  DBOF  financial  statements. 

DOOIG  Finding;   Lack  of  Standard  General  Ledger.  The  U.S. 
Government  Standard  General  Ledger  (SGL)  has  not  been  fully 
implemented  by  the  DFAS  for  the  DBOF  business  areas  as 
required  by  the  GAO's  "Policy  and  Procedures  Manual  for 
Guidance  of  Federal  Agencies,  Title  2,  Accounting."  The 
DoDIG  identified  at  least  seven  different  general  ledger 
structures  in  use  by  DBOF  activities.  The  SGL  is  intended 
to  standardize  Federal  accounting  and  to  meet  the  basic 
Federal  financial  statement  and  budget  execution  reporting 
requirements.   The  Military  Services  and  the  DoD  Components 
are  using  Service-unique  charts  of  accounts  and  are 
crosswalking  the  financial  data  from  the  activities'  general 
ledger  accounts  to  the  SGL  for  preparation  of  management 
reports  and  financial  sfatements.   The  lack  of  a  uniform 
general  ledger  structure  within  the  DBOF  unnecessarily 
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increases  the  potential  for  accounting  errors  and  increases 
the  level  of  effort  required  to  prepare  and  audit  financial 
statements  or  routine  reports  for  the  use  of  other 
Government  parties,  such" as  the  Treasury  and  the  OMB.   Since 
the  crosswalks  in  use  do  not  always  have  a  one-for-one 
relationship  to  the  SGL,  transactions  are  not  properly 
recorded  and  accounted  for  to  permit  the  preparation  of 
reliable  financial  statements  and  to  maintain  accountability 
over  assets.   In  addition,  the  general  ledger  accounts  in 
use  at  the  DFAS  Centers  do  not  adequately  record  the  level 
of  detail  required  in  the  DoD  Comptroller  memorandum, 
"Capital  Asset  Accounting  Guidance  for  the  Defense  Business 
Operations  Fund,"  July  21,  1992.   In  FY  1992,  only  one  of 
the  DBOF  activities,  the  DeCA,  Resale  Stocks  business  area, 
used  the  DoO  Uniform  Chart  of  Accounts,  which  is  equivalent 
to  the  SGL.   The  Oefense  Information  Service  Agency 
Information  Services  business  area  has  contracted  with  the 
accounting  firm  of  RPMG  Peat  Harwick  to  convert  its 
accounting  system  to  the  SGL  for  FY  1993. 

DoD  RESPONSE:   Concur  in  principle.   The  finding  implies 
that  financial  statements  can  be  prepared  from  the  U.S. 
Government  Standard  General  Ledger.   This  will  be  true  when 
general  ledgers  are  populated  by  transactions  that  have  been 
modeled  to  support  all  data  and  process  requirements,  and 
these  transactions  are  resident  in  data  base  applications. 
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INSPECTOR  GENERAL,  DEPARTMENT  OF  DEFENSE, 

'DRAFT  REPORT  ON  INTERNAL  CONTROLS  AND  COMPLIANCE  WITH  LAWS  AND 

REGULATIONS  POR  THE  DEFENSE  BUSINESS  OPERATIONS  FUND  (DBOP) 

FINANCIAL  STATEMENTS  FOR  FY  1992" 

(PROJECT  NO.  2FG-0028) 

DEPARTMENT  OF  DEFENSE  COMMENTS 
*  *  *  *  * 

FINDINGS 
PART  III  COMPLIANCE  WITH  LAWS  AND  REGULATIONS 

DODIG  Finding:   Budget  and  Accounting  Procedures  Act  of  1950 

and  Title  2.   Accounting  systems  for  the  DBOF  do  not  meet 
accounting  system  requirements  of  GAO's  "Policy  and 
Procedures  Manual  for  Guidance  of  Federal  Agencies,  Title  2, 
Accounting"  (Title  2).   Under  the  Budget  and  Accounting 
Procedures  Act,  the  head  of  each  Federal  agency  is 
resDonsible  for  establishing  and  maintaining  adequate 
systems  of  accounting  and  internal  controls.   The  Act  also 
requires  that  these  systems  conform  to  the  accounting 
principles,  standards,  and  related  requirements  prescribed 
by  the" Comptroller  General.   Appendix  III  to  Title  2 
prescribes"  accounting  system  standards  and  requirements  that 
agency  heads  must  observe  in  establisning,  maintaining,  and 
reporting  on  their  systems  of  accounting  and  internal 
controls.   This  includes  a  requirement  that  accounting 
systems  be  maintained  on  an  accrual  basis  and  use  the  United 
States  General  Ledger  chart  of  accounts  and  meet  "Core 
Financial  System  Requirements,"  January  1988,  the  Joint 
Financial  Management  Improvement  Programs.   The  systems  must 
incorporate  adequate  audit  trails  and  double-entry 
accounting.   Further,  systems  should  include,  for  each 
approoriation  or  fund,  accounts  that  provide  appropriation 
records  on  obligations  incurred  and  liquidated  to  assist  in 
controlling  expenditures  and  disbursements  and  in  reporting 
the  status  of  appropriations  and  funds.   Our  audit 
identified  material  instances  where  accounting  systems  were 
not  in  compliance  with  these  requirements.   These  instances 
of  noncompliance  are  discussed  in  detail  in  Part  II, 
Internal  Controls,  sections  on  Lack  of  Standard  General 
Ledger,  Inadequate  Audit  Trails,  and  Lack  of  Uniform 
Accounting  Systems.   Additionally,  The  DoDIG  found  that  the 
DFAS  did  not  disclose  the  value  of  the  use  of  the  facilities 
at  three  of  the  five  DFAS  Centers  (which  The  DoDIG  estimated 
to  be  S27.0  million)  as  required  by  Title  2.   The  Centers 
were  provided  to  the  DFAS  at  no  cost  in  FY  1992. 

DoD  RESPONSE:  Nonconcur.  The  direction  from  the  Office  of 
Management  and  Budget  in  OMB  Bulletin  93-02  is  that  pending 
issuance  of  final  accounting  standards,  the  Federal 
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Accounting  Sta.-.cards  Advisory  Board  (FASA3)  has  recommended, 
and  the  three  principals  have  agreed  to,  the  following 
interim  guidance: 

in  order  to  provide  a  benchmark  for  preparing 
financial  statements  presented  for  audit, 
executive  agencies  should  continue  using  the 
applicable  accounting  standards  (i.e.,  those 
contained  in  agency  accounting  policy, 
procedures  manuals,  and/or  related  guidance) 
now  in  effect  for  the  preparation  of  their 
financial  statements,  pending  FASAB  recommend- 
ations and  JFMIP  Principals'  adoption  of  Federal 
accounting  standards. 

DODIG  Finding:   Chief  Financial  Officers  Act  of  1990.   The 

Office  of  the  DcD  Comptroller,  did  not  fully  comply  with  0MB 
Bulletin  No.  93-02,  which  implements  the  Chief  Financial 
Officers  Act  (CFO  Act).   The  financial  statements  were  not 
submitted  to  the  Director,  OMB,  by  the  required  date,  and 
the  financial  statements  were  incomplete.  The  DoDIG 
believes  that  several  factors  contributed  to  the  late  and 
incomplete  submission  of  the  financial  statements. 

•  Many  of  the  3FAS  personnel  tasked  with  preparing 
financial  statements  had  no  prior  experience  with 
preparing  financial  statements. 

•  The  accounting  systems  used  were  not  always  able  to 
generate  accurate  accounting  information  in  the  proper 
form  to  prepare  the  statements,  so  accounting  personnel 
had  to  rely  on  manual  methods,  electronic  spreadsheets, 
and  estimates  to  prepare  the  statements. 

•  Final  OMB  guidance  on  form  and  content  of  the  financial 
statements  was  not  issued  until  after  the  end  of  the 
fiscal  year. 

•  Management  indecision  during  the  year  as  to  who  was 
responsible  for  preparing  the  statements  and  at  what 
reporting  levels  they  should  be  prepared  impeded  planning 
for  statement  preparation. 

OMB  Bulletin  No.  93-02  requires  each  agency  to  prepare,  for 
each  reporting  entity  under  the  CFO  Act,  an  Overview  of  the 
Reporting  Entity,  Principal  Statements,  Combining  Statements 
(if  applicable),  and  Supplemental  Financial  and  Management 
Information.   The  Notes  to  the  Principal  Statements  are  a 
required  part  of  the  Principal  Statements.   Section  3515  of 
the  Act  also  requires  each  agency  to  submit  its  annual 
financial  statement  no  later  than  March  31  of  the  following 
year.   The  Office  of  the  DoD  Comptroller  did  not  provide  the 
financial  statements  to  the  OMB  until  April  7,  1993.   The 
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statements  were  incomplete  because  they  lacked  trie  required 
Notes  to  the  Principal  Statements  and  the  Supplemental 
Financial  ar.d  Management  Information.   These  are  integral 
parts  of  the  financial  statements  that  are  necessary  to 
fairly  present  the  results  of  operations. 

DoD  RESPONSE:   Partially  concur.   The  unaudited  financial 
statements  were  provided  to  the  Office  of  Management  and 
Budget  on  April  1,  1993.   The  principal  statements  were 
presented  without  the  applicable  "Notes"  and  supplemental 
information.   However,  the  DoD  Component  consolidating  and 
business  area  financial  statements  were  presented  with  the 
appropriate  "Notes"  and  supplemental  information. 


DEBT  COLLECTION  ACT 


DODIG  Pindinq:   Debt  Collection  Act.   Quarterly  and  annual 
reports  to  the  Treasury  on  Accounts  and  Loans  Receivable  Due 
from  the  Public  (Standard  Form  220-9)  were  not  accurately 
prepared.   Quarterly  reports  were  understated  by  about  $60.0 
million  because  the  DFAS  did  not  obtain  feeder  reports  for 
all  of  the  DBOF  business  areas.   The  annual  report  was 
overstated  by  $4.7  million  due  to  a  $29.3  million 
overstatement  for  the  DBOF  business  areas  and  a  $24.5 
million  understatement  for  the  Air  Force  business  areas. 
The  errors  in  the  annual  report  occurred  because  the  DFAS 
did  not  reconcile  the  amounts  reported  to  Treasury  with  the 
Accounts  Receivable,  Net  Non-Federal,  account  shown  on  the 
financial  statements  and  because  a  $12.2  million  error 
identified  by  the  DFAS  was  not  corrected  before  submission 
of  the  report  to  Treasury.   The  DoDIG  also  found  that  no 
systems  were  in  place  to  manage  the  collection  of  debts  from 
contractors . 

The  Debt  Collection  Act  of  1982  (Public  Law  No.  97-365) 
expanded  the  rights  given  to  Federal  agencies  by  the  Federal 
Claims  Collection  Act  of  1966.   The  Debt  Collection  Act 
authorizes  Federal  agencies  to  assess  interest,  penalties, 
and  administrative  charges  on  debts  owed  by  the  public.   The 
Debt  Collection  Act  also  authorized  the  Government  to  use 
such  tools  as  credit  bureaus  and  debt  collection  agencies 
and  authorized  the  assessment  of  interest  penalties  and 
administrative  costs  against  debtors  with  respect  to  debts 
owed  to  the  Onited  States.   A  debt  is  considered  delinquent 
i£  it  has  not  been  paid  by  the  date  specified  in  the 
agency's  initial  demand  letter,  unless  satisfactory  payment 
arrangements  have  been  made  by  that  date,  or  if,  at  any  time 
thereafter,  the  debtor  fails  to  satisfy  his  obligations 
under  the  payn-er.T.  agreement.   Once  the  penalty  has  been 
assessed  and  the  appeal  period  has  lapsed,  interest, 
penalties,  and  administrative  costs  should  be  added  to  the 
penalty  amount. 


Page    15   of    27 


Attachment 


123 


288 


Comptroller  of  the  Department  of  Defense  Comments 


Schedule  220-9,  Report  on  Accounts  and  Loans  Receivable  Due 
From  the  Public,  is  required  on  an  annual  basis  by  the 
Treasury  Financial  Manual  for  all  reporting  entities, 
including  those  with  no  receivables.   Entities  with 
receivables  of  less  than  S50.0  million  are  required  to 
submit  annually,  and  entities  having  receivables  of  S50.0 
million  or  more  are  required  to  report  quarterly.   OMB 
Bulletin  No.  93-02  requires  that  amounts  shown  as  Accounts 
Receivable,  Net  -  Non-Federal,  agree  with  information  on  the 
SF  220-9  report.   The  DFAS  is  responsible  for  collecting 
debts  and  charging  the  prescribed  interest,  administrative 
fees,  and  penalties  for  the  DBOF  and  preparing  and 
submitting  the  required  reports  to  Treasury. 

DoD  RESPONSE:   Concur  in  principle.   However,  before  the 
Department  can  comment  further,  individual  audit  reports  for 
the  respective  DoD  Components  must  be  made  available  for 
review. 


DODIG  Finding:   Quarterly  Reports  to  Treasury.   Managers  for 
four  of  the  five  Air  Force  business  areas  did  not  submit  the 
required  feeder  reports  to  the  DFAS-Cleveland  Center, 
Defense  Accounting  Office,  Arlington,  Virginia,  needed  to 
prepare  the  quarterly  DBOF  consolidated  SF  220-9  Reports  on 
Loans  and  Receivables  Due  from  the  Public.   As  a  result,  the 
DoDlG  estimated  that  quarterly  reports  for  second  and  third 
quarters  FV  1992  was  understated  by  about  S60.0  million. 
The  DoDIG  was  unable  to  review  the  feeder  reports  for  the 
first  quarter  because  the  Defense  Accounting  Office  had  lost 
the  reports.   Responsible  personnel  at  the  DFAS-Denver 
Center  did  not  submit  the  feeder  reports  because  they  had 
misunderstood  the  $50.0  million  reporting  threshold;  they 
did  not  submit  the  required  information  because  the  business 
area's  receivables  were  below  S50.0  million.   The  Defense 
Accounting  Office  prepared  a  consolidated  report  and  the 
S50.0  million  threshold  applied  to  the  DBOF  as  a  whole 
rather  than  the  individual  business  areas.   Additionally, 
the  consolidated  quarterly  reports  were  understated.   Also, 
the  Defense  Accounting  Office  should  have  ensured  that  all 
business  areas  had  been  included  in  the  consolidated  reports 
before  submitting  the  reports  to  Treasury. 

Also,  SF  220-9  feeder  reports  for  all  five  of  the  Air  Force 
business  areas  did  not  report  the  collection  of  interest, 
penalties,  or  administrative  costs.   The  trial  balances  for 
these  business  areas  did  not  indicate  that  such  items  were 
being  collected  as  required  by  the  Debt  Collection  Act. 

DoD  RESPONSE:   Concur  in  principle.   However,  before  the 
Department  can  comment  further,  individual  audit  reports  for 
the  respective  DoD  Components  must  be  made  available  for 
review. 
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DODIG  Finding:   Annual  Reports  to  the  Treasury.   The  amounts 
shown  as  Accounts  Receivable/  Net  Non-Federal,  on  the 
financial  statements  for  the  DBOF  did  not  agree  with  the 
amounts  submitted  to  the  Treasury  or.  the  SF  220-9,  Report  on 
Loans  and  Accounts  Receivable  Due  from  the  Public  for  Fiscal 
year  1992.  This  occurred  because  the  two  amounts  had  not 
been  reconciled  as  required  by  OMB  Bulletin  No.  93-02. 
Table  1.  shows  the  differences  between  the  two  amounts. 

Table  1  Variances  Between  Accounts  Receivable  Due  from  the 


Public  as  Shown  on  the 

DBOF  Financial  Statements  and 

DBOF 

Accounts  Receivable  Reoo 

rted  to  Treasury 

on  SF  220-9  Annual 

Reoort 

Financial 

SF220-9 

Statements 

Statements 

DoD 

Statements 

Reports 

Overstated 

Understated 

ComDonent 

(Millions)   1 
S   7.6 

Millions) 

(Millions) 
$  0.0 

(Millions) 

Army 

S  7.9 

$   .3 

Navy 

117.7 

117.5 

.2 

0.0 

Air  Force 

93.0 

117.5 

0.0 

24.5 

Defense 

12S.6 

96.3 

29.3 

0.0 

DISA  1/ 

.6 

.6 

0.0 

0.0 

DeCA  2/ 

124.7 

124.7 

0.0 

0.0 

Total         S469.2      S464.5         S29.5         SZ4.8 

1/  Defense  Information  Systems  Agency 
2/   Defense  Commissary  Agency 

DoD  RESPONSE :   Concur.   It  is  noted  that  the  net  overstated 
amount  of  $4.7  million  is  approximately  1  percent  of  the 
total. 

•  DODIG  Pindinq:   Contractor  Debts.  Contractor  debts  are 
currently  being  managed  by  the  DFAS-Colurabus  Center.   At  the 
time  of  our  audit,  no  system  had  been  implemented  to  track 
debts  from  contractors.   As  a  result,  the  DoDIG  could  not 
determine  whether  such  debts  were  being  properly  managed  and 
reported.   The  DFAS-Denver  Center  is  developing  a  system  to 
manage  contractor  debt  and  expects  to  install  the  system 
during  December  1993.   The  DoDIG  examined  the  documentation 
for  the  proposed  system  and  it  appeared  to  meet  requirements 
of  the  Debt  Collection  Act. 

DoD  RESPONSE:   Concur. 

•  DODIG  Pindinq:   Follow-up  on  Audit  Report  No.  92-021. 

Althougn  the  DFAS  agreed  to  centralize  management  of  DoD  s 
debt  collection  function  and  to  develop  uniform  operating 
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procedures,  such  procedures  had  not  been  issued. 
Specifically,  the  DFAS  agreed  by  the  end  or  FY  1992  to: 

•  establish  time  frames  for  carrying  out  each  procedure  in 
the  debt  collection  strategy; 

•  require  collection  activities  to  periodically  report 
whether  they  meet  the  time  frames. 

•  identify  and  write  off  all  delinquent  debts  that  are 
unlikely  to  be  collected;  and 

•  require  aggressive  pursuit  of  all  delinquent  debts  and 
standardize  the  implementation  of  all  procedures 
required  by  laws  and  regulations,  including  procedures 
of  assessing  interest,  penalties,  and  administrative 
fees  and  for  reporting  uncollectible  debts  to  the 
Internal  Revenue  Service. 

As  of  the  end  of  our  field  work,  April  30,  1993,  these 
uniform  operating  procedures  had  not  been  issued. 

DoD  RESPONSE:   Concur.   The  Oefense  Finance  and  Accounting 
Service  has  developed  standard  migration  system  called  the 
Oefense  Debt  Management  System  which  is  expected  to  satisfy 
the  requirements  of  the  Debt  Collection  Act.   This  system  is 
expected  to  be  implemented  in  mid-1993.   (See  next  finding.) 

DODIG  Finding:   Improvements  to  Debt  Collection.   A  standard 
debt  collection  system  called  the  Defense  Debt  Management 
System  has  been  developed  by  the  DFAS-Denver  Center  and 
should  be  implemented  at  all  DFAS  Centers  by  July  30,  1993. 
The  system  features  on-line  processing,  single-source  data 
entry,  automated  interfaces  from  pay  systems  from  which 
debts  originate,  and  interfaces  with  other  organizations. 
Documentation  for  the  system  showed  that  it  will  satisfy 
requirements  of  the  Debt  Collection  Act.   In  addition,  the 
DFAS  has  arranged  for  a  centralized  lockbox  for  its  debt 
collections.   A  lockbox  is  a  collection  and  processing 
service  provided  by  a  financial  institution  to  accelerate 
the  flow  of  funds  to  the  Treasury's  General  Account.   This 
service  includes  collecting  the  agency's  mail  from  a 
specified  post  office  box;  sorting,  totaling,  and  recording 
the  payments;  processing  the  items;  mailing  the  deposit;  and 
transferring  the  funds.   Management  estimated  that  the 
lockbox  would  result  in  savings  of  about  $8.0  million 
annually  to  the  DFAS. 

DoD  RESPONSE:   Concur. 
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DODIG  Finding: 
Management  -  Ge 
properly  approv 
were  not  proper 
transactions  we 
actual  sales  we 
payments  to  con 
consignments  we 
statements  and 
documented  as  r 


OTHER  FINDINGS 


DoD  Accounting  Manual.   Air  Force  Supply 
neral  Support  Accounting  Adjustments  were  not 
ed  and  documented;  shipment  discrepancies 
ly  documented;  interfund  accounts  payable 
re  not  processed  in  the  month  they  occurred; 
re  not  reported  in  financial  statements; 
tractors  were  not  properly  documented; 
re  not  separately  disclosed  in  financial 
accounting  adjustments  were  not  approved  and 
equired  by  the  DoD  Accounting  Manual. 


DoD  RESPONSE;   Concur  in  principle.   However,  before  the 
Department  can  comment  further,  individual  audit  reports  for 
the  respective  DoD  Component  business  area  must  be  made 
available  for  review  to  determine  if  these  are  overall 
traits  or  isolated  incidents. 

DODIG  Finding:   Department  of  Defense  Appropriations  Act, 
1992,  Section  8121.   Policy  managers  for  the  DBOF  did  not 
take  adequate  steps  to  establish  a  separate  subaccount  for 
DBOF  capital  reserve  funds  as  required  by  the  Defense 
Appropriations  Act.   The  DBOF ' s  Capital  Budget  for  FY  1992 
was  Sl.l  billion.   The  DoD  Comptroller  issued  capital  asset 
guidance  on  July  21,  1992,  which  established  new  general 
ledger  accounts  to  distinguish  operating  funds  from  capital 
asset  funds.   The  guidance,  however,  was  not  issued  until 
about  8  months  after  the  law  became  effective;  the  new 
accounts  have  not  yet  been  established  by  the  business  area 
managers;  and  it  is  questionable  whether  the  business  areas 
can  implement  the  guidance  since  only  1  of  the  33  business 
areas  is  using  the  Standard  General  Ledger  (see  Part  II, 
Internal  Control's,  Standard  General  Ledger).   Additionally, 
the  DoDIG  found  the  accuracy  of  the  Monthly  Report  of 
Operations  (DD  Form  1307)  used  to  track  capital  asset 
purchases  questionable. 

The  DoD  Appropriations  Act,  P.L.  102-172,  Section  8121(d), 
effective  November  26,  1991,  required  that  a  separate 
subaccount  be  established  for  recording  and  reporting  all 
capital  asset  transactions.   The  subaccount  would  separate 
operating  funds  (funds  used  for  all  transactions  that  are 
not  related  to  the  acquisition  of  capital  assets)  from 
capital  asset  funds.   A  capital  asset  is  a  long-lived  asset 
such  as  buildings,  equipment,  and  improvements.   Capital 
asset  transactions  are  those  that  generate  funds  and 
recognize  revenue  from  capital  asset  depreciation,  as  well 
as  those  that  generate  minor  construction  surcharges 
included  in  customer  rates,  obligations  for  capital  asset 
purchases,  and  outlays  for  capital  assets.   The  money  for 
future  capital  asset  investments  is  generated  from 
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depreciation  and  surcharges  included  in  customer  rates.   A 
capital  surcharge  was  applied  by  the  DoD  Comptroller  for 
FY  1992  as  a  means  of  providing  the  initial  seed  money  for 
future  capital  asset  investments.   This  initial  seed  money 
totaled  SI. 3  billion.   The  DoD  Comptroller  issued  guidance 
for  capital  asset  accounting  in  July  1992,  which  established 
new  general  ledger  account  codes  in  the  DoD  Uniform  Chart  of 
Accounts  (equivalent  to  the  U.S.  Standard  General  Ledger)  to 
segregate  capital  asset  funds  from  operating  funds. 

Each  fiscal  year,  each  business  activity's  annual  operating 
budget  identifies  the  capital  assets  to  be  purchased  during 
the  year  and  the  ceiling  limitations  for  those  assets.   The 
business  activities  are  permitted  to  purchase  capital  assets 
as  long  as  they  do  not  exceed  their  capital  budget  ceiling 
limitations.   It  was  assumed  by  the  business  activities  that 
since  the  capital  assets  were  in  their  capital  budgets,  the 
money  was  available  to  be  spent  on  capital  investments. 
Therefore,  operating  funds  were  used,  along  with  the  money 
that  was  collected  from  depreciation  and  surcharges  for 
capital  assets,  during  the  fiscal  year. 

The  capital  asset  guidance  was  not  issued  in  time  to  allow 
the  business  activities  to  properly  account  foe  capital 
asset  transactions.   The  accounting  systems  used  by  the 
activities  were  not  updated  to  include  the  new  general 
ledger  account  codes;  therefore,  operating  funds  and  capital 
atonies  were  not  separately  recorded.   Until  the  capital 
reserve  subaccount  is  established  in  the  various  accounting 
systems  used  by  the  Fund  or  an  alternate  strategy  to 
separate  the  funds  is  developed,  the  improper  use  of 
operating  funds  will  continue. 

The  Monthly  Report  of  Operations  is  a  cumulative  summary 
operating  report  used  by  the  Office  of  the  DoD  Comptroller. 
Until  early  FY  1992,  each  DoD  Component  having  one  or  more 
industrial  fund  activity  groups  were  required  to  submit  the 
Monthly  Report  of  Operations,  and  DoD  Components  having  one 
or  more  stock  fund  groups  were  required  to  submit  the 
Monthly  Management  Report  ( DD  Form  1302).   Since  December 
1991,  however,  only  the  Monthly  Report  of  Operations  has 
been  used  to  monitor  operations  within  the  DBOF. 

The  report  is  similar  in  design  to  that  of  an  income 
statement,  depicting  revenues,  expenses,  and  net  results. 
Revenue  is  divided  into  three  areas  that  identify  the  source 
of  the  activities'  revenues:  operations,  surcharges,  and 
other  revenue.   Expense  is  divided  into  six  categories 
which,  when  totaled,  equal  the  cost  of  sales.   Net  results, 
net  operating  results,  and  unfunded  costs  are  also  parts  of 
the  report.   In  addition,  two  other  items  were  added  to  the 
report  to  indicate  the  status  of  capital  asset  investments. 
Activities  are  to  report  the  amount  obligated  for  capital 
asset  purchases  for  the  year  and  net  outlays  for  capital 
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assets  for  the  year  to  date.   Chapter  95  of  the  DoD  Manual 
7220. 9-M  DoD  Accounting  Manual  provides  guidance  for 
preparing  the  Monthly  Report  of  Operations. 

DoD  RESPONSE:   Partially  concur.   The  requirement  to 
segregate  revenue  into  separate  categories  for  capital  asset 
surcharges  and  the  reporting  of  capital  obligations  and 
outlays  on  the  Report  of  Operations  was  identified  in  the 
Defense  Finance  and  Accounting  Service  memorandum  "Defense 
Business  Operations  Fund  (DBOF)  Reporting  Requirements"  on 
October  11,  1991.   The  Report  of  Operations  (AR  1307)  and 
the  Monthly  Management  Report  (AR  1302)  are  both  used,  to 
monitor  operations  of  the  DBOF.   These  reports  were  required 
by  the  same  DFAS  October  11,  1991  memorandum. 

DODIG  Pindinq:   Monthly  Report  of  Operations.   The  required 
financial  information  for  the  Monthly  Report  of  Operations 
was  inconsistent,  incomplete,  and  inaccurate.   The  guidance 
in  the  DoD  Accounting  Manual  for  the  preparation  of  the 
report  was  outdated  and  did  not  provide  a  crosswalk  to  the 
general  ledger  accounts.   As  a  result,  the  DoD  was  unable  to 
effectively  track  the  true  cost  of  operations  or  monitor  the 
capital  budget. 

The  current  guidance  states  that  the  report  is  to  be 
submitted  within  45  days  after  the  end  of  each  month.   If 
all  financial  data  is  not  available  at  the  required 
submission  time,  activities  are  to  "provide  the  best 
estimate  of  any  incomplete  data  and  identify  data  as 
estimated."   The  guidance  in  the  DoD  Accounting  Manual  does 
not  provide  a  crosswalk  indicating  the  general  ledger 
accounts  that  should  be  used  in  preparing  the  monthly 
report.   The  financial  data  used  to  prepare  the  report  is 
supoosed  to  be  taken  from  the  same  accounting  systems  that 
generate  the  trial  balances  used  in  preparing  the  year-end 
financial  statements  for  each  of  the  business  activities. 
The  DoDIG  performed  a  comparison  of  the  Purchases  of 
Property,  Plant  and  Equipment  shown  on  the  FY  1992  financial 
statements  with  the  Obligations  and  Net  Outlays  for  capital 
equipment.   Our  comparison,  shown  in  Table  2.,  identified 
significant  differences  between  the  two  reports. 
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Comoarison  of 

the  Statement 

of 

Cash  Flows  with  Obi 

iaations  and 

Net 

3u 

tlavs  by  Military 

Comooner.t  ($  millions) 

FY  1992  Financial 

Monthly  Reoort 

Statements  — 

of  Operations 

Statement 

Obligations 

ComDon.ent 

of  Cash  Flows 

1/ 

and  Net  Outlavs 

Difference 

Army 

S  519.1 

$  106.0 

($413.1) 

Navy 

86.6 

205.0 

118.4 

Air  Force 

3.2 

403.0 

399.8 

OeCA 

0.0 

2.0 

2.0 

DISA 

0.4 

0.0 

(0.4) 

DLA 

85.7 

298.0 

212.3 

Totals 

S  695.0 

$1,014.0 

$  319.0 

1/  These  amounts  were  derived  from  line  17,  "Purchases  of 
Property,  Plant,  ad  Equipment,"  in  the  Cash  Flows  from  Non- 
Operating  Activities  section  of  the  Statement  of  Cash  Flows. 

These  amounts  should  be  equal  if  the  same  general  ledger 
accounts  are  used  for  both  financial  documents.   The  Monthly 
Report  of  Operations  is  used  by  the  DoD  Comptroller  to 
determine  if  each  business  area  is  operating  within  its 
operating  and  capital  budgets.   The  DoDIG  questions, 
therefore,  whether  the  DoD  Comptroller  should  authorize 
estimates  to  be  used  for  the  report. 

At  the  present,  personnel  in  the  DoD  Comptroller's  Office 
agree  that  the  financial  information  is  not  very  reliable, 
especially  the  information  received  from  the  old  stock  fund 
business  activities,  since  these  areas  were  not  required  to 
prepare  this  form  until  the  early  part  of  FY  1992.   As  an 
extra  precaution,  the  DoD  Comptroller  requires  business 
activity  managers  to  verbally  inform  that  office  if  the 
manager  anticipates  that  its  business  activity  is  going  to 
exceed  its  budget.   In  addition.  Headquarters,  Defense 
Finance  and  Accounting  Service,  is  in  the  process  of 
revising  the  guidance  on  the  preparation  of  the  Monthly 
Report  of  Operations.   This  revised  guidance  will  include  a 
crosswalk  indicating  the  general  ledger  accounts  used  for 
each  line  on  the  report.   Until  this  guidance  is  issued, 
however,  preparation  of  the  monthly  report  will  continue  to 
follow  the  current  guidance  in  the  DoD  Accounting  Manual. 

DoD  RESPONSE:   Nonconcur.   The  finding  references 
information  18  months  out  of  date  and  misleads  the  reader  to 
believe  that  the  Department  has  not  taken  steps  to  correct 
known  deficiencies.   The  Defense  Finance  and  Accounting 
Service  revised  the  guidance  on  "Defense  Business  Operations 
Fund  (DBOF)  Reporting  Requirements"  on  October  11,  1991. 
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The  due  dace  for  the  Accounting  Reoor-  (AR)1307  Monthly 
Report  of  Operations  was  changed  to  15  working  days 
following  the  report  month.   On  August  11,  1992,  the 
Comptroller  advised  the  DoD  Components  that  deficiencies  had 
been  found  in  the  monthly  reports  and  required  corrective 
actions  to  be  completed  in  the  business  area  for  August  1992 
reporting. 


DODIG  Pindinq:   Pederal  Manager's  Financial  Integrity  Act  of 
1982.   The  DeCA  did  not  comply  with  FMFIA  requirements. 
Additionally,  DFAS  and  Air  Force  financial  managers  either 
did  not  accomplish  or  did  not  perform  adequate  FMFIA  detail 
and  general  reviews  in  accordance  with  FMFIA. 

DoD  RESPONSE:   DoD  is  not  able  to  concur  or  nonconcur  at 
this  time.   A  more  in-depth  assessment  of  the  the  finding  is 
required  before  the  Department  can  comment. 

DODIG  Pindinq:   O.TB  Bulletin  93-02.   The  audit  of  Defense 
Business  Operations  Fund  Depot  Maintenance,  Army  (Army  Audit 
Agency  Project  N2-471C)  found  that  the  DFAS  did  not  follow 
DoD  guidance  on  form  and  content  of  FY  1992  financial 
statements  when  classifying  Army  Depoc  Maintenance 
inventories . 

The  audit  of  the  Fiscal  Year  1992  Consolidating  Financial 
Statements  of  the  Department  of  the  Navy's  Defense  Business 
Operations  Fund  (Project  93-0027)  found  that  financial 
statements  were  inaccurate.   For  example,  balances  for 
Material-in-Transit  and  Progress  Payments  were  not  reported, 
financial  records  were  adjusted  to  agree  with  the  financial 
statements,  negative  balances  in  inventory  records  were  not 
corrected  and  were  included  on  the  financial  statements,  and 
financial  records  for  the  Military  Sealift  Command  did  not 
accurately  support  and  present  accrual  balances. 

DoD  RESPONSE:   Nonconcur.   The  finding  is  incorrect  and 
misleading  in  its  conclusion  of  the  audit  of  the  Navy 
Defense  Business  Operations  Fund  (Project  93-0027).   The 
Naval  Area  Audit  Service  audited  lines  l.g,  "Inventories 
Held  For  Sale,  Net";   2.b,  "Inventories  Not  Held  For  Sale; 
and  2.c,  "Plant,  Property,  and  Equipment,  Net"  and  line  4., 
"Funded  Liabilities"  of  the  Navy  DBOF  Statement  of  Financial 
Position.   The  audit  did  not  cover  the  remaining  16  lines 
items  of  general  ledger  balances  on  the  Navy  Consolidating 
Statement  of  Financial  Position;  nor  did  the  audit  encompass 
the  Navy  Consolidated  DBOF  Statement  of  Operations  (and 
Changes  in  Net  Position);  the  Statement  of  Cash  Flows 
(Indirect)"  or  the  "Statement  of  Budget  and  Actual 
Expenses. " 
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DODIG  finding:   Real  Property  Ownership  Dnder  the  Military 
Construction  Codification  Act.   Real  property  is  being  shown 
as  an  asset  of  the  DBOF  and  depreciation  for  real  property 
is  being  shown  as  a  source  of  revenue,  even  though  the 
Military  Construction  Codification  Act  (P.L.  97-214) 
precludes  the  ownership  of  real  property  by  Defense 
agencies.   This  occurred  because  of  the  guidance  on  criteria 
for  capitalization  of  assets  issued  by  the  Office  of  the  DoO 
Comptroller  on  July  21,  1992,  based  on  Section  8121  of  P.L. 
102-172.   As  a  result,  assets  pertaining  to  real  property 
were  overstated  by  $2.3  billion  and  depreciation  expenses 
for  real  property  were  overstated  by  about  SI  35  . 0  million. 

The  applicable  provisions  of  P.L.  97-214  Were  implemented  by 
10  U.S.C.  $  2682.  The  provisions  preclude  the  ownership  of 
real  property: 

"The  maintenance  and  repair  of  a  real  property 
facility  for  an  activity  or  agency  of  the 
Department  of  Defense  (other  than  a  military 
department)  financed  from  appropriations  for 
military  functions  of  the  Department  of 
Defense  will  he  accomplished  by  or  through  a 
Military  Department  designated  by  the  Secre- 
tary of  Defense.   A  real  property  facility 
under  the  jurisdiction  of  the  DoD  which  is 
used  by  a  activity  or  agency  of  the  DoD  (other 
than  a  Military  Department)  shall  be  under  the 
jurisdiction  of  a  Military  Department 
designated  by  the  Secretary  of  Defense." 

The  DBOP  was  established  under  Section  8121  of  P.L.  102-172. 
The  Act  transferred  to  the  Fund  all  assets  under  the 
provisions  of  10  D.S.C.  S  2208. 

Based  on  this  Act,  the  Office  of  the  DoD  Comptroller  issued 
the  DBOF  guidance  for  Capital  Asset  Accounting,  July  21, 
1992.   The  guidance  states  that  ownership  of  capital  assets 
used  by  a  fund  activity  in  providing  goods  or  services  must 
be  recognized  in  the  property  and  financial  records  of  that 
fund  activity.   Capital  assets  include,  but  are  not  limited 
to,  physical,  plant  and  property  (including  Government-owned 
facilities,  property,  and  improvements  to  property  acquired 
under  a  capital  lease),  equipment,  and  software. 
Additionally,  the  Fund  activities  are  required  to  charge  a 
depreciation  expense  on  their  capital  assets. 

The  review  of  the  financial  statements  disclosed  real 
property  shown  as  an  asset  of  the  DBOF.   The  assets  of  the 
former  Air  Porce  and  Army  industrial  and  stock  funds  have 
been  capitalized  to  the  Component  business  areas  of  the 
Fund.   Because  the  DBOF  is  a  Defense  fund,  the  DoDIG 
believes  that  P.L.  97-214  precludes  ownership  of  real 
property  by  the  DBOF.   Also,  the  DoDIG  believes  P.L.  102-172 
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did  not  specifically  supersede  P.L.  97-214.   Accordingly, 
Che  DoOIG  believes  chat  capitalization  or  depreciation  of  an 
asset  which  is  not  legally  owned  by  che  DBOF  jould  noc  be 
appropriace  accounting  procedures.   If  the  DBOF  managers 
wish  to  include  the  costs  of  real  property  in  their  results 
of  operations,  however,  this  can  be  accomplished  through  the 
use  of  rental  agreements  ( interservice  support  agreements) 
with  the  DoD  Component  that  legally  owns  the  real  property. 

DoD  RESPONSE:   Partially  concur.   DBOF  financial  statements 
identify  real  property  as  an  asset  of  the  fund.   The 
inclusion  of  real  property  items,  and  related  depreciation 
is  intended  to  reflect  the  full  range  of  assets  and  costs 
associated  with  the  operations  of  DBOF  activities.   Before 
action  regarding  the  above  finding  is  taken  the  Office  of 
the  DoD  Comptroller  will  seek  the  advice  of  the  Office  of 
General  Counsel. 


DODIG  Finding;   National  Defense  Authorization  Act  for 
Fiscal  Years  1992  and  1993,  Section  316.   Section  316  of  the 
Defense  Authorization  Act  prohibits  the  addition  of  other 
functions,  activities,  funds,  or  accounts  of  the  DoD  to  the 
Defense  Business  Operations  Fund.   During  FY  1992,  two  new 
activities  were  added  to  the  DBOF,  the  Defense  Information 
Technology  Services  Organization  (DITSO)  and  the  Joint 
Logistics  Systems  Center  (JLSC).   The  DoDIG  believes  making 
these  additions  violated  the  prohibition.   The  DITSO  was 
established  to  provide  information  technology  services  for 
the  DoD  Components  within  the  Pund.   The  JLSC  was 
established  to  oversee  the  development  of  systems  changes 
for  the  supply  management  and  depot  maintenance  business 
activities  of  the  Fund. 

The  National  Defense  Authorization  Act  for  FYs  1992  and  1993 
authorized  appropriations  for  those  fiscal  years  for 
military  activities  of  the  DoD,  military  construction,  and 
defense  activities  of  the  Department  of  Energy.   Section  316 
of  the  act  provides  certain  limitations  on  the  use  of  the 
DBOF.   One  such  limitation  prohibits  the  addition  to  the 
Fund  of  other  functions,  activities,  funds,  or  accounts  of 
the  DoD. 

DoD  RESPONSE:   Nonconcur.   The  two  new  organizations  did  not 
represent  new  functions,  activities,  funds  or  accounts;  but 
rather,  were  a  reorganization  of  activities  already  within 
the  fund. 

DODIG  Finding:   Prompt  Payment  Act.   The  Prompt  Payment  Act 
was  enacted  as  P.L.  97-177  on  May  21,1982,  and  was  amended 
on  October  17,  1988,  as  P.L.  100-496.   The  Prompt  Payment 
Act  requires  agencies  to  make  payments  on  time,  to  pay 
interest  penalties  when  payments  are  late,  and  to  take 
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discounts  only  when  payments  are  made  on  or  before  the 
discount  date. 

Prior  audits  of  The  Prompt  Payment  Act  identified  that 
Finance  and  Accounting  Offices  were  not  complying  with  OMB 
Circular  A-125,  all  early  and  late  payments  were  not  being 
reported,  discounts  were  offered  and  not  being  taken, 
interest  penalties  were  being  incurred,  interest  was  not 
being  paid  on  late  payments,  and  payments  were  issued 
without  proper  receiving  reports.   The  DoDIG  identified  that 
in  FY  1992,  the  DFAS-Columbus  Center  was  paying  invoices 
late,  payments  were  being  paid  after  the  due  date,  discounts 
were  not  being  taken,  interest  penalties  were  being 
incurred,  and  interest  was  not  being  paid  on  late  payments. 
The  DFAS-Columbus  Center  reported  1.7  million  invoices 
totaling  $61.3  billion  subject  to  prompt  payment.   Of  those, 
74,000  invoices  valued  at  about  $2.8  billion  were  reported 
by  the  DFAS  as  paid  late.   Interest  on  the  late  payments  was 
reported  at  $9.0  million.   In  addition,  the  DoDIG  found  that 
the  DeCA  did  not  comply  with  provisions  of  the  Prompt 
Payment  Act  because  it  did  not  take  advantage  of  offered 
discounts . 

DoD  RESPONSE:   Concur.   However,  the  review  of  a  single  DFAS 
center,  and  a  single  DBOF  business  area,  would  not  appear  to 
provide  sufficient  evidence  to  conclude  that  finance  and 
accounting  offices  are  not  complying  with  OMB  Circular  A- 
125. 


DODIG  Finding:   Instances  of  Non-compliance  with  DoD 
Accounting  Policies.   A  DoD  memorandum.  Interim  Stock  Fund 
Policies,  dated  July  9,  1990,  was  implemented  in  FY  1991  and 
established  the  Cost  of  Operations  Division  (COD)  that 
became  part  of  the  Air  Force  Supply  Management  business  area 
of  the  Defense  Business  Operations  Fund  in  FY  1992.   The 
memorandum  required  the  COD  to  account  for  all  overhead 
costs  incurred  by  Air  Force  Supply  Management  and 
Distribution  Depots  business  areas.   The  costs  include 
civilian  and  military  personnel  payroll  expenses,  travel, 
supplies,  utilities,  and  depreciation.   The  audit  of 
Compliance  with  Laws  and  Regulations  and  Management  Issues 
Related  to  Air  Force  Supply  Management  and  Distribution 
Depot,  FY  1992  Financial  Statements  (Project  93068001)  found 
that  Air  Force  did  not  properly  identify  and  assign  COD 
positions  to  permit  the  evaluation  of  actual  costs 
associated  with  the  management  of  inventory  control  point 
and  distribution  depot  activities.   The  DoDIG  also  found  Air 
Logistics  Centers  did  not  compute  reimbursements  to  the 
military  pay  appropriation  as  required  by  the  DoD 
Memorandum,  Interim  Stock  Fund  Policies,  July  9,  1990. 

Our  audit  of  Defense  Finance  and  Accounting  Service 
Revolving  Fund  Consolidating  Financial  Statements  of  the 
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Defense  Business  Operations  Fund  for  FY  1992  (Project  2FG- 
2004)  found  that  the  DFAS  did  not  develop  depreciation 
schedules  for  capital  assets  based  on  established  useful 
life  criteria.   Also,  assets  had  not  been  transferred  to  the 
central  design  activities  and  information  processing  centers 
when  capitalized,  nor  had  assets  been  transferred  to  the 
Defense  Information  Technology  Services  Organization  when  it 
was  established  during  FY  1992  as  required  by  DoD  Accounting 
Manual  7220.9  and  memorandum  guidance  from  the  DoD 
Comptroller,  "Capital  Asset  Accounting  Guidance  for  the 
Defense  Business  Operations  Fund,"  July  21,  1992. 

DoD  RESPONSE:   Concur. 


Page  27  of  27  Attachment 


135 


300 


Audit  Team  Members 


Nancy  L.  Hendricks 
F.  Jay  Lane 
Kent  E.  Shaw 
Annella  F.  Chamblee 
Priscilla  G.  Sampson 
Robert  A.  Harris 
Stephanie  D.  Wells 
Melissa  M.  Fast 
Tamara  L.  Drake 
Kim  V.  Stafford 
Joan  E.  Fox 
Sheila  L.  Hampton 


Director,  Financial  Management 

Program  Director 

Project  Manager 

Team  Leader 

Team  Leader 

Auditor 

Auditor 

Auditor 

Auditor 

Auditor 

Editor 

Administrative  Support 


301 

PREPARED  STATEMENT  OF  ALVIN  TUCKER 
Mr.  Chairman  and  Members  of  the  Committee: 

Thank  you  for  the  opportunity  to  discuss  with  you  this  morning  financial  manage- 
ment in  the  Department  of  Defense.  e 

DOD  at  every  level  today  is  committed  to  improving  the  quality  and  reliability 
of  its  financial  information.  We  are  also  intent  on  maintaining  our  internal  manage- 
ment controls  and  on  strengthening  them  in  those  areas  where  they  have  been 
found  deficient.  We  are  working  hard  to  develop  performance  measures  for  our  ac- 
tivities and  at  linking  those  measures  to  financial  data,  both  cost  data  and  budget 
data.  We  are  dedicated  to  developing  new  and  better  accounting  systems  that  in 
time,  will  produce  more  reliable  financial  data  and  financial  statements  that  can  be 
audited.  And  we  plan  to  reduce  the  costs  of  DOD's  finance  and  accounting  oper- 
ations substantially. 

Mr.  Chairman,  these  are  the  same  goals  that  you  and  your  Committee,  and  the 
Congress,  had  in  mind  when  in  1990  it  enacted  the  Chief  Financial  Officers  Act.  We 
in  the  Department  of  Defense  believe  we  have  been  in  the  vanguard  of  the  effort 
to  implement  the  CFO  Act  throughout  the  Federal  Government. 

In  1991,  the  first  CFO  named  by  the  President  was  the  DOD  Comptroller.  In  that 
same  year  the  Department  initiated  three  major  efforts:  1)  to  improve  financial  sys- 
tems, 2)  to  create  a  more  business-like  environment  in  DOD  support  operations,  and 
3)  to  reduce  the  cost  of  finance  and  accounting  operations.  In  addition,  we  have 
spearheaded  the  drive  to  identify  meaningful  performance  measures  both  in  DOD 
and  throughout  the  Federal  Government.  And  finally,  we  in  DOD  are  playing  an 
important  role  in  developing  new  accounting  standards  and  financial  statements  for 
the  entire  Government. 

In  short,  Mr.  Chairman,  DOD  supports  the  CFO  Act  and  has  undertaken  bold  and 
innovative  steps  to  achieve  the  goals  of  the  act. 

Let  me  briefly  touch  on  a  few  of  those  steps. 

The  Department  has  consolidated  its  finance  and  accounting  operations  into  a  sin- 
gle agency — the  Defense  Finance  and  Accounting  Service.  It  is  the  task  of  this  agen- 
cy to  improve  our  financial  operations  and  to  reduce  our  operating  locations  from 
its  current  300  plus  sites  down  to  a  handful  of  accounting  centers  at  from  5  to  15 
locations.  In  the  process  DFAS  will  reduce  the  number  of  people  devoted  to  these 
functions  from  44,000  to  about  20,000  employees,  and  save  one  billion  dollars  annu- 
ally as  compared  to  the  cost  of  those  same  operations  in  1990. 

In  conjunction  with  the  DFAS  consolidation  initiative,  DOD  has  embarked  on  an 
effort  to  standardize  and  modernize  its  accounting  systems.  This  is  being  done  as 
part  of  the  Corporate  Information  Management  Program.  The  goal  here  is  to  reduce 
the  over  400  accounting  systems  now  used  in  DOD,  down  to  a  relative  few  that  can 
be  used  and  understood  throughout  the  Department. 

In  the  area  of  business-type  operations  the  Department  has  underway  an  initia- 
tive to  identify  costs  to  outputs,  to  make  both  customers  and  business  managers 
aware  of  those  costs,  and  to  link  these  costs  to  realistic  budgets  and  meaningful  per- 
formance goals.  This  effort  is  part  of  the  Defense  Business  Operations  Fund. 

With  regard  to  performance  measures,  DOD  is  working  diligently  to  produce 
meaningful  measures  that  make  sense  to  operators  of  both  our  major  mission  activi- 
ties and  our  support  operations,  as  well  as  make  sense  to  agency  heads  and  Mem- 
bers of  Congress.  The  DOD  Comptroller's  office  has  developed  and  sent  to  Congress 
a  preliminary  set  of  performance  measures  for  the  Department's  business  type  ac- 
tivities. And  the  Department  has  participated  fully  with  the  CFO  Council's  Finan- 
cial Systems  Committee  in  its  project  to  develop  Government-wide  performance 
measures  for  Federal  financial  operations. 

And  finally  the  Department  of  Defense  participates  in  and  supports  the  work  of 
the  Federal  Accounting  Standards  Advisory  Board.  With  our  help  the  Board  has  ap- 
proved 3  statements  of  accounting  standards  and  a  statement  on  financial  reporting 
objectives.  We  will  continue  to  support  the  work  of  the  Board  because  we  believe 
that  a  process  like  the  Board's  is  the  only  way  to  insure  the  Federal  Government 
has  accounting  standards  that  are  understood  by  agencies  and  that  can  in  fact  be 
implemented. 

Of  course  none  of  these  initiatives  have  been  error-free  and,  as  you  know,  one  of 
them — the  Defense  Business  Operations  Fund — is  currently  being  reviewed  within 
the  Department  to  assess  the  success  of  its  implementation.  But  there  is  no  doubt 
that,  while  we  may  have  made  mistakes  along  the  way,  the  Department  is  still  com- 
mitted to  achieving  these  CFO  goals. 

As  proof  of  this,  Dr.  Perry,  the  Deputy  Secretary  of  Defense  has  approved  the  for- 
mation of  a  Senior  Financial  Management  Oversight  Council,  which  he  will  chair, 
to  examine  problems  in  financial  systems  and  programs  that  require  high-level  at- 
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tention  to  be  sure  corrective  action  and  accountability  are  established.  Also,  this  Ad- 
ministration has  made  it  known  that  it  intends  to  nominate  a  separate  Chief  Finan- 
cial Officer  in  addition  to  a  DOD  Comptroller,  so  that  the  Department  will  have  an 
official  who  is  solely  focused  on  achieving  the  objectives  of  the  CFO  Act. 

Audits 

Another  important  part  of  the  CFO  Act  is  the  requirement  for  audited  financial 
statements.  The  act  requires  statements  for  revolving  funds,  trust  funds,  and  com- 
mercial type  activities.  In  addition,  the  Army  and  the  Air  Force  were  selected  for 
a  pilot  effort  to  determine  the  usefulness  of  audited  financial  statements  for  general 
appropriation  accounts. 

The  Department  now  has  2  years  experience  with  the  attempt  to  produce 
auditable  financial  statements,  and  the  effort  has  proven  what  all  parties  knew  at 
the  outset — that  DOD's  accounting  systems  cannot  yet  produce  financial  statements 
that  meet  the  standards  required  for  audit. 

Nevertheless,  the  attempt  has  been  useful.  We  have  uncovered  problems  of  which 
we  were  not  fully  aware,  such  as  the  Army  payroll  problem  in  the  Joint  Services 
Software  System.  It  has  highlighted  the  importance  of  solving  longstanding  prob- 
lems such  as  unmatched  disbursements  that  must  be  overcome  before  an  audit  can 
be  successful.  It  has  shown  us  internal  control  problems  in  maintaining  proper  docu- 
mentation for  accounting  adjustments.  And  I  think  it  has  shown  all  of  us — the  Serv- 
ices, the  IG,  GAO,  and  this  Committee — how  difficult  and  time  consuming  it  will 
be  to  redesign  and  reconfigure  our  accounting  systems  and  business  procedures  to 
provide  meaningful  and  reliable  financial  statements. 

But  we  must  not  let  the  difficulties  we  are  experiencing  in  this  one  area  of  CFO 
Act  implementation  overwhelm  the  other  efforts  we  are  making  to  implement  the 
act.  We  must  continue  working  on  performance  measures,  on  accounting  standards, 
and  on  making  costs  more  visible. 

However,  I  think  we  need  to  reassess  how  we  are  approaching  the  issue  of  audited 
financial  statements  in  the  Department  of  Defense.  It  is  clear  that  this  is  a  task 
that  cannot  be  accomplished  in  one  gigantic  leap.  It  must  be  broken  down  in  parts 
and  we  need  to  approach  it  in  doable  steps.  Otherwise  we  are  sure  to  face  years 
of  little  tangible  success  to  show  for  all  of  our  collective  efforts. 

Mr.  Chairman,  I  do  not  mean  to  suggest  that  we  should  stop  these  audits,  but 
we  must  use  the  results  of  these  audits  to  identify  the  most  critical  problems  and 
to  determine  how  we  can  work  together  to  correct  the  systems  containing  these 
problems,  and  to  remove,  step-by-step,  the  obstacles  that  prevent  us  from  getting 
clear  opinions.  And  as  we  do  this,  the  Department  will  commit  itself  to  continuing 
to  pursue  all  of  the  other  objectives  of  the  CFO  Act  as  well.  What  I  am  suggesting 
is  that  we  begin  a  dialogue  between  ourselves,  OMB,  the  Congress,  the  IG,  and  the 
GAO  to  select  targets  of  opportunity  where  together  we  can  show  that  this  objective 
of  the  CFO  Act  can  be  achieved  in  reasonable  time. 

Now,  let  me  turn  to  the  Federal  Managers  Financial  Integrity  Act,  which  this 
Committee  and  the  Department  of  Defense  both  strongly  support. 

DOD  has  thousands  of  people  each  year  who  evaluate  the  management  controls 
over  100,000  assessable  units  in  the  Department.  The  Secretary  of  Defense  also  gets 
an  overall  assessment  of  management  controls  each  year  from  the  Secretaries  of  the 
three  military  departments,  the  heads  of  Defense  agencies,  the  commanders  of  9 
unified  commands,  the  Chairman  of  the  Joint  Chiefs  of  Staff,  and  16  officials  in  the 
Office  of  the  Secretary  of  Defense.  My  staff  also  works  closely  with  the  Office  of  the 
Inspector  General,  DOD  to  identify  and  clarify  material  weaknesses  during  the  year. 

In  other  words,  DOD  has  a  very  large  and  vigorous  process  to  assess  internal 
management  controls.  In  fact,  over  the  last  10  years  DOD  has  identified  673  mate- 
rial weaknesses,  557  of  which  have  already  been  corrected,  the  majority  within  1- 
year  of  discovery.  Of  the  remaining  116  uncorrected  weaknesses,  approximately  90 
of  them  should  be  corrected  this  fiscal  year. 

We  recognize,  Mr.  Chairman  that  both  you  and  the  Comptroller  General  are  con- 
cerned that  the  number  of  outstanding  material  weaknesses  still  reported  by  DOD 
casts  doubt  upon  the  Department's  conclusion  that  it  had  reasonable  assurance  that 
the  assets  and  programs  of  DOD  were  properly  protected. 

This  Administration  takes  your  concern  very  seriously  and  will  approach  its  own 
decision  on  the  assurance  statement  very  carefully  in  the  assessment  for  1993.  How- 
ever, we  must  keep  two  things  in  mind  about  material  weaknesses  and  about  the 
judgment  on  reasonable  assurance. 

First,  the  judgment  is  made  by  management  officials  based  on  a  full  range  of 
knowledge  of  the  programs  for  which  they  are  responsible.  It  is  not  based  solely  on 
the  material  weaknesses  contained  in  the  report. 
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Second,  the  criteria  for  a  material  weakness  are  broad  and  include  subjective  fac- 
tors, such  as  the  potential  for  embarrassment  to  the  Department,  which  do  not  nec- 
essarily address  whether  the  assets  or  the  programs  are  protected.  In  fact  many  of 
the  material  weaknesses  in  the  accounting  area  do  not  threaten  the  loss  of  assets 
or  endanger  the  control  of  programs  because  there  are  many  other  systems  of  man- 
agement controls  protecting  those  assets  or  programs. 

Mr.  Chairman,  I  know  that  the  Committee  will  not  mistake  my  meaning  here.  A 
material  weakness  is  a  serious  thing  that  must  be  corrected  by  the  Department,  but 
as  Secretary  Aspin  has  said,  he  is  committed  to  keeping  our  forces  ready  to  fight. 
And  while  our  material  weaknesses  reported  in  the  FMFIA  statement  are  of  serious 
concern  to  us  all,  at  this  point  they  do  not  appear  to  be  detrimental  to  our  mission 
performance,  and  we  certainly  don't  intend  to  let  them  become  detrimental  to  our 
mission  performance  in  the  future. 

Thank  you  for  your  time  and  I  will  be  happy  to  answer  any  questions. 


PREPARED  STATEMENT  OF  ALBERT  V.  CONTE 

Mr.  Chairman  and  members  of  the  Committee,  I  appreciate  this  opportunity  to 
appear  before  you  today  to  discuss  financial  management  in  the  Department  of  the 
Navy  and  the  Department  of  the  Navy's  participation  in  ongoing  efforts  to  improve 
Defense  financial  management.  The  Department  of  the  Navy  has  long  recognized  fi- 
nancial management  as  a  critical  management  function  that  is  essential  to  ensure 
the  efficient  and  effective  allocation  of  resources  in  the  public  sector.  The  Depart- 
ment has  continuously  emphasized  the  importance  of  financial  management  in  the 
planning,  budgeting  and  execution  of  Navy  and  Marine  Corps  programs.  As  is  true 
for  the  entire  Department  of  Defense,  the  emphasis  of  the  Navy's  financial  manage- 
ment process  has  been  to  ensure  the  rational  allocation  of  resources  in  the  budget 
f>rocess  and  the  monitoring  and  controlling  of  these  resources  in  accordance  with  the 
aw  and  sound  financial  management  practices. 

We  have  a  long  tradition  of  addressing  the  need  for  improved  financial  manage- 
ment processes  and  systems  and  enjoy  an  outstanding  reputation  for  initiatives  to 
bring  our  financial  management  system  in  compliance  with  the  General  Accounting 
Office  Title  2  policies  and  procedures.  A  number  of  these  Navy  initiatives  have  been 
adopted  by  the  Defense  Finance  and  Accounting  Service  and  the  DOD  Comptroller 
as  the  standard  for  implementation  throughout  the  Department  of  Defense. 

With  the  passage  of  the  Chief  Financial  Officers  Act  of  1990,  the  focus  in  Federal 
financial  management  has  expanded  from  a  primary  focus  on  the  control  of  funds 
to  accrual  accounting  based  financial  information  to  support  budget  execution  re- 
porting. This  change  in  focus,  which  we  support  fully,  requires  the  integration  of 
accounting  and  budgeting  information  in  ways  never  before  envisioned.  It  has  posed 
some  significant  challenges  to  the  Department  of  Defense  and  the  Navy  financial 
management  community  which  I  will  address  in  this  statement.  As  requested,  I  will 
also  address  GAO's  recent  findings  on  Navy  unmatched  disbursements.  Before  doing 
so,  however,  I  would  like  to  take  the  opportunity  to  discuss  briefly  the  Department 
of  Navy's  financial  management  structure,  our  efforts  to  date  with  the  requirements 
of  the  Chief  Financial  Officers  Act,  our  experience  operating  within  the  Defense 
Business  Operations  Fund  (DBOF)  and  our  progress  in  dealing  with  statutes  gov- 
erning expired  and  lapsed  "M"  appropriations. 

Decentralized  Financial  Management  Structure 

It  is  important  to  understand  that  the  Department  of  the  Navy's  financial  man- 
agement structure  can  be  characterized  as  a  decentralized  environment  in  which  the 
responsibility  and  accountability  for  resources  is  assigned  to  the  various  levels  of 
command.  This  structure  has  proven  to  be  efficient  and  effective  in  ensuring  that 
the  local  commanding  officers  retain  decision-making  authority  in  meeting  their 
operational  mission  responsibilities.  Commanding  officers  at  all  levels  within  the 
Department  of  the  Navy  have  given  detailed  attention  to  adopting  and  using  all  the 
tools  available  in  the  field  of  financial  management  in  improving  the  information 
available  for  resource  allocation  decision-making. 

In  the  past,  each  of  the  DOD  components  performed  its  own  budget,  finance,  and 
accounting  functions  at  its  own  activities  using  its  own  personnel,  systems,  policies, 
and  procedures.  With  the  downsizing  of  the  Department  of  Defense,  a  number  of 
management  initiatives  have  been  undertaken  to  consolidate  administrative  and 
overhead  functions  within  the  Military  Departments.  One  of  these  initiatives  was 
the  consolidation  of  finance  and  accounting  functions  and  the  assignment  of  this  re- 
sponsibility from  the  individual  services  to  the  Defense  Finance  and  Accounting 
Service  (DFAS).  As  a  result  of  the  DFAS  initiative  alone,  nearly  six  thousand  De- 
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partment  of  Navy  civilians  and  military  personnel  engaged  in  finance  and  account- 
ing activities  were  transferred  to  DFAS.  The  Navy,  like  the  other  Military  Depart- 
ments, has  retained  the  responsibility  for  all  other  aspects  of  the  Comptrollership 
function.  However,  in  the  case  of  the  Navy  with  its  more  decentralized  financial 
management  structure,  the  organizational  interrelationships  with  DFAS  and  other 
centralized  functions  and  the  interfaces  with  standardized  systems  being  imple- 
mented by  them  makes  the  transition  more  challenging. 

Chief  Financial  Officers  Act  of  1990 

The  Congress  has  passed  a  number  of  legislative  actions  to  improve  Federal  finan- 
cial management  and  practices.  With  the  passage  of  the  Chief  Financial  Officers  Act 
of  1990,  a  comprehensive  and  far-reaching  legislative  approach  to  improving  Federal 
financial  management  is  now  being  integrated  into  the  Department  of  Defense  and 
its  components.  This  Act  provides,  in  part,  for  the  preparation  and  audit  of  general 
purpose  financial  statements  similar  in  content  and  structure  to  those  issued  by  the 
largest  U.S.  corporations.  These  statements  provide  a  new  focus  in  Federal  financial 
management  by  providing  accrual  accounting  based  financial  information  which 
would  be  used  in  conjunction  with  the  current  budget  execution  reporting  that  is 
based  on  obligational  and  disbursement  information. 

The  Department  of  the  Navy's  first  financial  statements  required  for  FY  1991  ac- 
tivity by  the  Chief  Financial  Officers  Act  were  for  the  following  reporting  entities: 
Navy  Industrial  Fund;  Marine  Corps  Industrial  Fund;  Department  of  the  Navy 
Stock  Fund;  Navy,  Other  Revolving  Funds;  and  Navy,  Other  Trust  Funds.  With  the 
exception  of  the  Other  Revolving  Funds  and  Other  Trust  Funds,  these  financial 
statements  were  audited  and  opinions  were  issued  by  the  Naval  Audit  Service  as 
required  by  the  Office  of  Management  and  Budget  and  the  legislation.  As  expected, 
the  auditors  opinions  for  these  statements  were  not  entirely  favorable. 

In  Fiscal  Year  1992,  the  Department  of  the  Navy  submitted  financial  statements 
for  its  segment  of  the  Defense  Business  Operations  Fund  (which  was  previously  the 
Navy  Industrial  Fund,  the  Marine  Corps  Industrial  Fund,  and  the  Department  of 
the  Navy  Stock  Fund);  the  Navy  Management  Fund;  and  the  Navy,  Other  Trust 
Funds.  Since  these  financial  statements  were  based  on  the  balances  from  the  pre- 
vious fiscal  years'  accounting  systems,  it  was  also  not  surprising  to  the  Depart- 
ment's financial  managers  when  the  auditors  draft  report  was  issued  with  several 
unfavorable  opinions  on  the  statements. 

The  Department  has  often  been  praised  for  its  budgetary  and  reporting  systems 
which  were  designed  to  ensure  compliance  with  the  intent  of  the  Congress  as  to  the 
purpose,  time,  and  amount  of  the  appropriations.  Specifically,  the  system  ensured 
that  the  appropriations  and  funds  were  used  for  those  purposes  for  which  the  Con- 
gress had  appropriated  them  and  that  the  amount  of  those  appropriations  were  not 
exceeded.  The  General  Accounting  Office  has  stated  in  a  number  of  its  reports  that 
the  Department's  system  of  budgetary  control  is  sound.  In  contrast,  the  financial 
statements  required  by  the  Chief  Financial  Officers  Act  are  based  on  accrual  ac- 
counting concepts,  procedures  and  practices.  These  concepts  have  not  been  com- 
pletely incorporated  into  all  of  the  Department's  accounting  and  reporting  systems. 
When  incorporated  they  would  enhance  the  probability  of  compliancy  with  the  Fed- 
eral Managers  Financial  Integrity  Act  of  1982. 

The  Department  is  striving  to  make  the  necessary  modifications  and  enhance- 
ments to  its  accounting  and  reporting  systems,  practices,  and  procedures  to  ensure 
compliance  with  the  intent  of  trie  Chief  Financial  Officers  Act  and  the  standards  to 
be  issued  by  the  Federal  Accounting  Standards  Advisory  Board,  the  Office  of  Man- 
agement and  Budget,  and  the  Department  of  the  Treasury.  This  goal  cannot  be 
achieved  immediately  nor  independently  by  the  Department  of  the  Navy.  Rather  it 
will  be  the  result  of  a  well  structured  implementation  of  the  U.S.  Government 
Standard  General  Ledger,  improved  accrual  based  accounting  and  reporting  systems 
that  interface  with  management  information  systems  such  as  property  systems, 
standardization  of  accounting  practices  and  procedures,  and  training  and  develop- 
ment of  personnel  to  operate  in  an  environment  that  uses  both  budgetary  and  ac- 
crual based  financial  statements  for  decision-making  purposes.  The  lead  for  these 
critical  initiatives  must  come  from  the  DOD  Comptroller  and  the  Defense  Finance 
and  Accounting  Service.  The  Department  of  the  Navy  is  working  pro-actively  with 
them  to  achieve  our  mutual  goals,  and  be  able  to  prepare  financial  statements  that 
will  receive  unqualified  audit  opinions  within  several  years. 

Revolving  Fund  Concept— Defense  Business  Operations  Fund  (DBOF) 

The  Department  of  the  Navy  has  employed  the  revolving  fund  concept  for  a  num- 
ber of  years  as  a  means  to  ensure  an  efficient  use  of  resources.  Revolving  funds  em- 
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ploy  business-like  practices  which  enables  the  public  sector  to  adopt  financial  man- 
agement practices  and  procedures  that  have  application  to  public  financial  manage- 
ment. 

The  four  Department  of  the  Navy  revolving  funds  were  transferred  to  the  Defense 
Business  Operations  Fund  at  the  start  of  Fiscal  Year  (FY)  1992.  They  include  the 
Navy  Industrial  Fund,  the  Marine  Corps  Industrial  Fund,  the  Department  of  the 
Navy's  Stock  Fund,  and  the  Naval  Academy  Laundry  Service.  Included  in  the  Indus- 
trial Funds  are  six  major  business  areas:  Depot  Maintenance;  Research  and  Devel- 
opment; Transportation;  Base  Support;  Information  Services;  and  Printing.  Prior  to 
FY  1992,  we  budgeted  for  these  businesses  on  a  break-even  basis,  matching  costs 
to  revenues.  Passthroughs  or  refunds  were  budgeted  as  necessary  to  ensure  sol- 
vency, and  to  avoid  accumulating  excesses  in  the  fund. 

We  still  budget  for  the  six  industrial  business  areas  on  a  cost/revenue  break-even 
basis,  but  the  passthrough  and  refund  option  has  been  eliminated.  Instead,  in- 
creases/decreases in  rates  set  to  recover  losses  or  pay  back  gains  have  been  adopted 
DOD-wide.  Overall  solvency  of  the  Fund  is  managed  at  the  Department  of  Defense 
level.  DBOF  costs  of  operations  included  some  costs  not  formerly  reflected  in  the  in- 
dustrial funds.  These  additional  costs  include  depreciation  on  buildings/structures, 
and  headquarters  costs  associated  with  managing  our  activities.  Navy  execution  has 
remained  true  to  budget  submissions  in  each  business  area. 

The  transition  from  Service  industrial  funds  to  DBOF  has  been  fairly  smooth  be- 
cause basic  methods  of  budgeting  and  executing  were  not  changed.  As  mentioned 
earlier,  we  had  run  our  capital  budget  through  our  revolving  funds,  so  experience 
was  readily  available  with  the  management  process.  Moreover,  current  accounting 
and  reporting  systems  have  continued  in  use  until  an  appropriate  DOD-wide  stand- 
ard system  is  selected  and  implemented.  Minor  difficulties  have  been  experienced 
as  policy  changes  were  implemented  for  the  first  time,  but  the  basis  has  remained 
the  same.  Transitioning  from  the  Department  of  the  Navy  Stock  Fund  to  DBOF  has 
been  more  challenging. 

The  Department  of  the  Navy  Stock  Fund  was  incorporated  in  DBOF  within  the 
Supply  Management  and  Distribution  Depots  business  areas.  Transition  from  stock 
funds  to  DBOF  has  caused  some  growing  pains,  but  we  are  dealing  with  the  stream 
of  structural,  procedural,  accounting,  budgetary  and  management  control  changes. 
Along  the  way  we  have  also  had  to  seek  significant  Defense  Management  Review 
(DMR)  savings  and  reduce  logistics  support  to  fit  our  downsized  force  structure. 

We  continue  to  have  success  in  reducing  investment  in  inventory  while  maintain- 
ing readiness.  Department  of  the  Navy  initiatives  have  allowed  us  to  reduce  our 
overall  inventory  38  percent  from  FY  1989  to  FY  1992  ($32.4  billion  to  $20.2  billion). 
Key  elements  in  our  reduction  programs  are  (1)  aggressive  disposal  actions,  with 
disposals  up  820  percent  from  $0.5  billion  in  FY  1988  to  $4.1  billion  in  FY  1992, 
(2)  reduced  buys-in-process  for  inactive  material,  with  buys  down  72  percent  from 
$1.1  billion  in  FY  1988  to  $0.2  billion  in  FY  1992,  and  (3)  reduced  active  inventory. 
Our  success  to  date  shows  requirements  down  25  percent  from  FY  1988  ($20  billion 
to  $15  billion).  We  have  also  improved  file  accuracy  significantly  and  implemented 
state-of-the-art  forecasting  techniques. 

Despite  some  successes  we  have  our  work  cut  out  for  us  to  ensure  the  efficiency 
of  management  in  DBOF.  Our  most  pressing  issues  are:  to  work  with  the  Office  of 
the  Secretary  of  Defense  in  the  development  of  systems  for  proper  management  of 
DBOF  material  and  operating  costs,  and  to  assist  the  Office  of  the  Secretary  of  De- 
fense in  cash  management.  We  will  be  dedicating  significant  resources  to  stabilize 
and  improve  upon  management  within  DBOF. 

Merged  "M"  Account  Transition 

Public  Law  101-510  and  Public  Law  102-484  made  substantial  changes  in  the 
statutes  governing  the  financial  administration  of  expired  and  lapsed  "M"  appro- 
priations. These  statutory  changes  have  been  instituted  by  the  Department  of  the 
Navy  using  the  existing  decentralized  financial  management  structure  which  en- 
sures that  the  individuals  responsible  for  mission  accomplishment  have  attendant 
fiscal  responsibility  and  accountability  for  all  resources  under  their  stewardship. 

At  the  time  of  enactment  of  P.L.  101-510,  the  Department  of  the  Navy  had  $8.8 
billion  in  its  merged  surplus  accounts  and  $9.3  billion  in  "M"  account  obligations. 
We  canceled  the  merged  surplus  balance  30  days  after  enactment,  as  directed  in  the 
law.  We  have  also  been  reviewing  the  unliquidated  obligations.  As  shown  below,  the 
Department  of  the  Navy  has  substantially  decreased  its  "M"  account  unliquidated 
obligations  since  enactment  of  P.L.  101-510. 
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Department  of  the  Navy  "M"  Account  Unliguidated  Obligations 

(dollars  in  billions) 

As  Of  Value 

9-30-90  9.3 

9-30-91  4.4 

9-30-92  2.1 

4-30-93  1.5 

As  to  any  future  liability  from  tbe  imminent  closing  of  the  "M"  accounts  at  the 
end  of  this  fiscal  year,  the  results  of  an  in-depth  review  indicated  that  only  a  small 
amount  of  valid  obligations  would  remain  unpaid  as  of  30  September  1993.  These 
liabilities  are  in  the  investment  accounts;  primarily  in  Other  Procurement,  Navy. 
These  obligations  will  require  payment  after  FY  1993  with  currently  available  ap- 
propriations. 

GAO  Audit  of  Unmatched  Disbursements 

Finally,  as  requested,  I  will  provide  comments  on  the  recent  GAO  audit  (Financial 
Management,  Navy  Records  Contain  Billions  of  Dollars  in  Unmatched  Disburse- 
ments). Let  me  begin  my  comments  by  saying,  it  appears  that  GAO  interpreted  our 
response  to  the  draft  audit  as  indicating  that  we  were  not  taking  the  issue  of  un- 
matched disbursements  seriously.  Our  comments  regarding  the  unmatched  dis- 
bursements as  a  percentage  of  the  total  disbursements  were  intended  only  to  pro- 
vide a  framework  for  understanding  the  environment  in  which  we  would  be  making 
decisions  to  modify  or  not  to  modify  existing  procedures.  We  acknowledge  that  un- 
matched disbursements  are  a  serious  problem  and  we  are  committed  to  dedicating 
the  required  resources  to  resolving  this  problem.  Our  attempts  to  size  the  un- 
matched problem  in  relation  to  the  total  disbursements  was  done  to  indicate  that 
any  changes  put  into  place  must  not  cause  a  problem  with  the  remaining  disburse- 
ments which  match  directly  to  the  obligations  on  file.  I  believe  the  actions  that  Navy 
and  DOD  are  taking  are  responsive  to  the  intent  of  audit  findings  and  recommenda- 
tions. 

It  is  important  to  note  that  as  a  result  of  the  establishment  of  the  Defense  Fi- 
nance and  Accounting  Service  in  January  of  1991  there  exists  a  division  of  respon- 
sibilities which  although  not  acknowledged  in  the  GAO  report,  is  critical  to  the  reso- 
lution of  unmatched  disbursements,  and  to  a  limited  degree  is  a  contributor  to  their 
creation.  Navy  Headquarters  contracts,  with  the  exception  of  Shipbuilding  and  Con- 
version Navy  (SCN)  contracts,  are  paid  by  the  DFAS.  The  business  process 
flowchart  depicted  in  the  GAO  audit  describing  the  organizations  responsible  for 
Navy  disbursing  functions  fails  to  recognize  this  fact.  The  flowchart  should  be  cor- 
rected to  reflect  the  division  of  responsibility  between  Navy  and  DFAS.  The  record- 
ing of  contract  obligations  and  modifications  of  contract  obligations  in  the  Standard 
Accounting  and  Reporting  System  (STARS)  is  a  Navy  funding  organization  respon- 
sibility. After  authorization  of  payments,  disbursements  of  funds  and  reporting  pay- 
ments are  responsibilities  of  trie  DFAS  paying  offices.  Consolidation  of  disbursing 
office  reports  and  processing  for  financial  reporting  are  DFAS  accounting  office  re- 
sponsibilities. Matching  and  resolving  unmatched  disbursements  is  a  responsibility 
snared  by  the  DFAS  paying  and  accounting  offices  and  the  Navy  funding  offices. 

Recognizing  the  above  division  of  responsibilities,  DOD  has  directed  the  Defense 
Accounting  and  Finance  Service  and  the  Navy  to  take  actions  to  correct  the  prob- 
lems identified  in  the  audit.  Beginning  with  the  availability  of  the  GAO  draft  report 
in  February  1993  DFAS  initiated  action  in  conjunction  with  the  Navy  to  identify  the 
causes  of  the  unmatched  disbursements,  reduce  the  amount  of  unmatched  that  cur- 
rently exist,  and  to  develop  a  long-range  process  to  substantially  reduce  the  condi- 
tions that  contribute  to  unmatched  disbursements. 

Our  actions  are  focused  in  two  areas;  (1)  resolving  the  current  level  of  unmatched 
disbursements,  and  during  the  process,  (2)  identifying  and  verifying  the  systemic 
causes.  In  the  long  run,  prevention  of  unmatched  disbursements  will  require  modi- 
fication of  the  way  we  do  business,  as  well  as  the  use  of  integrated/shared  data 
bases  in  the  functional  areas  of  program  management,  funding,  contracting,  ac- 
counting and  disbursing.  The  DOD  Corporate  Information  Management  Initiative 
requires  the  integration  of  these  functional  areas  more  effectively.  And  by  Charter, 
the  lead  responsibility  lies  with  DOD  and  DFAS. 

GAO  Recommendations 

The  audit  recommendations  focused  on  five  areas  where  GAO  indicated  that  man- 
agement actions  were  necessary  to  correct  the  problems.  These  areas  are: 
1.  Develop  a  plan  and  resolve  existing  unmatched  disbursements, 
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2.  Compliance  with  existing  internal  DOD/Navy  policies  and  procedures, 

3.  Report  unmatched  disbursements  as  a  material  weakness  in  the  Navy  annual 
FMFIA  report  to  DOD, 

4.  Provide  sufficient  resources,  including  training  and  management  oversight 
for  resolving  unmatched  disbursements, 

5.  Revise  regulations  to  require  copies  of  records  supporting  documents. 

I  would  like  to  address  these  areas  and  provide  the  Committee  the  actions  the 
Department  of  Defense  and  Navy  are  taking  to  implement  corrective  actions. 

Develop  a  Plan  and  Resolve  Existing  Unmatched  Disbursements 

GAO  recommended  that  Navy  enforce  existing  regulations  which  require  organi- 
zations to  research  and  properly  resolve  existing  unmatched  disbursements,  and  es- 
tablish milestones  for  achieving  this  goal.  In  February  1993,  DOD  established  a  tar- 
get goal  of  reducing  the  unmatched  disbursements  to  a  level  of  not  more  than  $1.0 
billion  by  30  September  1993.  The  joint  Defense  Finance  and  Accounting  Service 
and  Navy  Tiger  Team  have  had  mixed  success  in  pursuing  this  targeted  reduction 
since  its  establishment  in  February  1992.  To  date  we  have  been  successful  in  resolv- 
ing $1.9  billion  of  the  $14.2  billion  unmatched.  In  addition  the  problems  associated 
with  an  additional  $1.2  billion  have  been  specifically  identified  and  referred  to  the 
DFAS  paying  offices  for  resolution.  However,  an  increase  of  $1.9  billion  in  new  un- 
matched disbursements  have  crept  into  the  system.  Therefore,  while  I  am  not  opti- 
mistic that  we  will  reach  our  target  of  $1  billion  by  September,  we  are  energetically 
working  towards  that  goal  and  I  expect  significant  progress  towards  it.  A  positive 
outcome  of  what  we  have  learned  since  February  is  the  identification  of  some  sig- 
nificant systemic  causes  and  the  identification  of  improved  methods  needed  to  re- 
solve the  problem.  On  both  issues  action  has  been  taken  to  implement  the  steps 
needed  to  correct  the  underlying  conditions.  One  example  is  the  need  to  reconcile 
the  contract  obligation  accounting  file  in  the  DFAS  Washington  office  and  the  con- 
tract paying  file  in  the  DFAS  Columbus  office  to  stem  the  influx  of  new  unmatched 
disbursements.  The  functional  requirement  for  that  reconciliation  is  being  described 
for  ADP  programming.  We  are  involving  contracting,  funding  and  paying  activities 
in  this  resolution  process.  These  steps  and  others  will  be  contained  in  the  detail 
plan  whLh  is  to  be  finalized  by  mid-summer. 

Compliance  With  Existing  DOD/Navy  Policies  and  Procedures 
GAO  made  a  number  of  recommendations  which  really  focus  on  "reemphasizing" 
the  importance  of  adhering  to  numerous  existing  policies.  Specifically  the  concerns 
were:  (1)  recording  all  obligations  promptly  and  accurately  in  the  accounting  sys- 
tems; (2)  entering  data  correctly  into  the  cash  disbursement  and  collection  system 
which  provides  data  to  the  accounting  system,  (3)  using  authorized  contract  num- 
bers and  payment  supporting  documentation  to  correctly  match  unmatched  dis- 
bursements with  related  obligations.  Navy  is  taking  a  two-pronged  approach  to 
these  issues;  first  I  have  signed  out  correspondence  to  Navy  Systems  Commands 
emphasizing  the  importance  of  the  timely  recording  of  obligations  and  the  necessity 
to  ensure  proper  handling  of  contracting  documents.  Secondly,  I  have  tasked  the 
various  review  groups  to  determine  the  degree  to  which  the  way  our  contracts  are 
written  is  contributing  to  the  creation  of  unmatched  disbursements,  and  provide  rec- 
ommendations for  correcting  this  situation.  DFAS,  as  the  primary  paying  activity, 
has  directed  their  activities  to  reemphasize  the  importance  of  compliance  with  exist- 
ing regulations  relating  to  payment  documentation.  DFAS  has  also  directed  their  ac- 
tivities to  review  systems  changes  and  handling  procedures  for  possible  process  im- 
provements. DFAS  has  also  highlighted  the  problem  caused  by  use  of  incomplete/ 
unauthorized  contract  numbers  on  payment  documents.  Additionally,  I  will  be  em- 
phasizing these  points  in  my  periodic  meetings  with  the  Systems  Command  comp- 
trollers. 

Providing  Sufficient  Resources,  Training  and  Oversight 

As  to  the  specific  issue  of  resources,  training  and  management  oversight,  we  are 
dedicating  increased  resources  to  this  effort.  Teams  dedicated  to  this  initiative  have 
been  established  at  DFAS-Columbus,  DFAS-Cleveland,  DAO-Arlington,  and  includes 
Navy  Systems  Commands  participation.  A  total  of  14  personnel  are  being  dedicated 
to  this  effort.  A  final  target  number  of  dedicated  personnel  is  planned  at  45.  A  man- 
agement oversight  team  of  DFAS,  Navy  Systems  Command  contracting  and  comp- 
troller personnel  and  ASN  (FM)  personnel  will  review  the  progress  of  the  various 
teams  on  a  monthly  basis.  Additionally,  the  oversight  team  will  review  the  lessons 
learned  throughout  this  process  for  policy  revision  implications.  The  progress  of 
these  initiatives  will  be  reviewed  by  myself  and  the  Assistant  Secretary  of  the  Navy 
(Research,  Development  and  Acquisition),  who  functionally  oversees  the  program 
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management,  acquisition  and  contracting  personnel,  on  a  quarterly  basis.  This  proc- 
ess will  ensure  the  required  degree  of  management  attention  is  focused  on  the  reso- 
lution of  this  problem. 

Listing  Unmatched  Disbursements  as  a  Material  Control  Weakness 

While  the  DOD  response  disagreed  with  the  GAO  on  the  subject  of  listing  un- 
matched disbursements  as  a  material  control  weakness,  we  are  treating  this  prob- 
lem with  a  very  high  level  of  attention,  commensurate  with  that  we  would  give  a 
material  control  weakness.  However,  the  problem  touches  many  areas  outside  of 
Navy  control  and  the  reporting  requirements  of  a  material  control  weakness  would 
not  lead  to  a  more  rapid  resolution  of  improving  the  process.  We  will  continue  to 
work  with  DFAS,  DLA  and  DOD  to  ensure  resolution  of  the  current  problem  and 
put  in  place  measures  to  prevent  recurrence.  However,  we  will  keep  open  the  option 
of  requiring  formal  reporting  of  this  problem  as  a  material  control  weakness,  as  we 
prepare  the  FY  1993  Federal  Financial  Managers  Integrity  Act  report. 

Copies  of  Required  Documentation 

The  joint  working  groups  are  defining  procedures  to  ensure  all  information/copies 
required  to  resolve  unmatched  disbursements  are  provided  to  the  appropriate  offices 
concerned.  This  will  be  done  on  an  exception  basis  as  it  is  required.  GAO  concurred 
in  this  approach  by  indicating  in  the  final  report  that  ensuring  provision  of  the  re- 
quired copies  is  considered  a  responsive  action. 

I  believe  that  collectively  Navy  and  DOD  have  initiated  an  aggressive  program 
to  address  the  problem  of  unmatched  disbursements.  I  believe  these  actions  will  pro- 
vide some  short-term  relief  in  the  area  of  unmatched  disbursements,  while  at  the 
same  time  providing  some  documentation  of  the  specific  reasons  and  process 
changes  necessary  to  affect  changes  in  the  modified/long-term  CIM  initiative  solu- 
tion to  this  and  other  financial  management  issues.  I  think  the  information  gleaned 
from  this  process  will  prove  critical  in  designing  financial  systems  and  processes 
which  do  not  contribute  to  unmatched  disbursements. 

Finally,  with  the  implementation  of  the  Defense  Finance  and  Accounting  Service 
plans  for  standardization  of  operations,  procedures,  policies  and  systems,  the  De- 
partment of  Navy  anticipates  a  streamlined  finance  and  accounting  network  that 
will  allow  the  Department  to  become  in  compliance  fully  with  the  requirements  and 
objectives  of  the  Chief  Financial  Officers  Act. 

Thank  you  Mr.  Chairman  for  the  opportunity  to  present  this  information  to  the 
Committee.  I  stand  ready  to  respond  to  questions  from  the  Committee. 


PREPARED  STATEMENT  OF  JOHN  W.  BEACH 

Mr.  Chairman  and  Members  of  the  Committee: 

I  am  pleased  to  have  this  opportunity  to  discuss  Air  Force  efforts  to  fulfill  our 
responsibilities  under  the  Chief  Financial  Officers  (CFO)  Act  of  1990.  Congress  en- 
acted this  legislation  to  bring  more  effective  general  and  financial  management 
practices  to  the  Federal  Government.  To  promote  improved  financial  management, 
the  Act  requires  various  agencies,  including  the  Air  Force,  to  prepare  and  have  au- 
dited a  new  type  of  financial  statement  covering  revolving  funds,  trust  funds,  and 
certain  other  commercial  functions.  Our  goal  is  to  achieve  full  compliance  with  the 
CFO  Act.  This  will  need  to  be  a  collaborative  effort  with  the  Office  of  the  Secretary 
of  Defense  (OSD),  with  the  Department  of  Defense  Inspector  General  (DoDIG),  with 
the  Defense  Finance  and  Accounting  Service  (DFAS),  with  the  Air  Force  Audit 
Agency  and  with  the  General  Accounting  Office  (GAO).  It  will  be  a  significant  effort, 
and  will  require  considerable  time  and  funds  before  all  requirements  are  complete. 

Background 

Three  years  ago  the  Air  Force  participated  in  a  cooperative  effort  with  GAO  to 
produce  prototype  financial  statements  as  the  lead  Service  within  the  DoD.  This  was 
the  initial  step  in  this  undertaking.  More  recently  the  DoDIG  has  designated  the 
Air  Force  Audit  Agency  to  conduct  pilot  project  audits  of  the  FY  1992  Air  Force  fi- 
nancial statements  as  you  have  already  neard.  These  audited  financial  statements 
have  not  been  previously  required  or  produced;  therefore  it  was  a  further  learning 
experience  for  us.  Through  this  audit,  the  Air  Force  has  just  received  identification 
of  deficiencies  and  that  is  the  task  before  us  today.  As  a  result,  we  will  improve 
our  financial  reporting  procedures  and  we  are  working  closely  with  the  Auditor  Gen- 
eral of  the  Air  Force  and  his  staff  to  do  that. 
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These  audit  criticisms  were  anticipated  because  many  of  the  problems  were  iden- 
tified in  previous  GAO  audits.  Also,  both  DoD  and  Air  Force  financial  managers  ac- 
knowledged, in  testimony  before  the  Senate  Governmental  Affairs  Committee  in 
February  1992,  that  existing  accounting  systems  could  not  produce  these  types  of 
financial  statements.  The  Air  Force  had  initiated  actions  to  address  these  problems, 
which  are  now  part  of  the  subsequent  DoD  effort.  For  example: 

a.  The  DoD-wide  Corporate  Information  Management  (CIM)  decisions  super- 
seded Air  Force  development  of  the  Base  Level  Accounting  and  Reporting  System 
(BLARS)  in  February  1990.  BLARS  was  designed  to  include  a  transaction-driven 
general  ledger,  which  resins  one  of  our  overall  goals  today. 

b.  The  creation  of  Defense  Finance  and  Accounting  Service  (DFAS)  and  imple- 
mentation of  the  CIM  initiative  consolidated  Air  Force  efforts  to  upgrade  its  civil- 
ian pay  system.  A  standard  Defense  Civilian  Payroll  System  (DCPS)  is  currently 
planned. 

c.  The  change  to  functionally-oriented,  as  opposed  to  service-oriented  accounting 
centers  has  modified  our  original  financial  system  development  efforts. 

Traditional  Financial  Structure 

Before  January  1991,  the  Air  Force  had  primary  responsibility  for  all  aspects  of 
its  accounting  and  finance  operations.  These  operations  included  an  Accounting  and 
Finance  Center  in  Denver,  Colorado  employing  about  2,500  personnel  plus  a  field 
network  at  our  major  command  headquarters  and  bases  employing  9,000  people. 
The  Air  Force  operated  11  Air  Force  wide  accounting  systems  and  another  49  com- 
mand unique  accounting  systems.  The  average  age  of  those  systems  was  14  years, 
yet  some  of  those  systems  were  developed  as  far  back  as  the  mid  1960s. 

The  Congress  authorizes  programs  and  appropriates  funding  levels  that  are  spe- 
cific as  to  aircraft  weapon  systems,  missiles,  equipment,  military  construction 
projects,  family  housing,  military  pay,  operations  and  maintenance,  and  many  other 
categories.  Congress  expects  the  Air  Force  to  carry  out  its  mission  while  adhering 
to  specific  program  and  funding  constraints  by  appropriation  or  by  budget  activity. 
A  primary  objective  of  Air  Force  accounting  systems  has  been  to  develop  and  oper- 
ate systems  that  can  ensure  obligations  do  not  exceed  appropriations  and  outlays 
are  only  expended  for  programs  authorized.  In  this  basic  mission  of  funds  control, 
the  Air  Force  believes  it  has  met  this  very  important  challenge. 

The  Treasury  Department  has  also  established  reporting  requirements  on  the  an- 
nual financial  position  of  federal  departments  and  agencies.  General  purpose  finan- 
cial statements  provide  information  relating  to  the  assets,  liabilities,  and  equity  re- 
sulting from  government  operations.  The  annual  reports  consist  of  the  Report  on  Fi- 
nancial Position,  Report  on  Operations,  Report  on  Cash  Flow,  and  the  Report  on 
Reconciliation.  Upon  receipt  of  these  annual  reports  the  Treasury  Department  pre- 
pares consolidated  financial  statements  that  represent  the  total  financial  position  of 
the  federal  government.  Although  these  reports  disclose  assets,  liabilities,  and  eq- 
uity of  the  Air  Force,  they  do  not  all  contain  all  requirements  of  the  CFO  Act. 

Also,  as  we  have  learned  in  recent  years,  Air  Force  accounting  systems  do  not  do 
as  good  a  job  of  providing  certain  fiduciary  accounting  information  as  they  do  pro- 
viding budgetary  or  congressional  justification  material.  GAO  believes  and  we  agree 
in  most  cases  that  managers  should  have  more  comprehensive  auditabie  financial 
statements.  The  deficiencies  noted  by  the  GAO  for  example  in  its  reports  were  relat- 
ed to  the  General  Accounting  and  Finance  System  (GAFS)  which  we  have  been  re- 
porting as  noncompliant  in  the  Federal  Managers'  Financial  Integrity  Act  (FMFIA) 
reports.  Deficiencies  noted  more  recently  by  the  Auditor  General  of  the  Air  Force 
cover  accounting  statements  developed  under  the  CFO  Act.  We  recognize  these  prob- 
lems and  note  that  more  must  be  done. 

New  Financial  Challenge 

DoD  recognized  many  of  the  deficiencies  noted  by  GAO  were  common  throughout 
the  Department;  also  there  were  over  200  accounting  systems  in  the  Department 
many  of  which  are  obsolete  or  in  need  of  consolidation  or  improvement.  The  Depart- 
ment undertook  to  resolve  these  deficiencies  by  establishing  DFAS  and  designating 
several  standard  accounting  systems  under  the  Corporate  Information  Management 
(CIM)  process.  Today  Air  Force  accounting  activities  at  all  levels,  including  base 
level  in  the  CONUS  have  been  transferred  to  DFAS  along  with  responsibility  tor 
data  submission,  statement  preparation  and  systems  development  (DFAS  in  coordi- 
nation with  the  Air  Force  is  developing  a  plan  to  capitalize  all  overseas  accounting 
activities  as  well).  Air  Force  activities  to  improve  financial  management  now  center 
on  participation  with  DoD  at  all  levels  from  the  Financial  Management  Steering 
Committee  to  special  study  groups  to  daily  consultation  and  cooperation  with  DFAS. 
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DFAS,  Denver  Center  and  the  Air  Force  are  taking  steps  to  improve  accounting 
and  finance  processing  and  reporting  procedures  that  support  implementation  of  the 
CFO  statements.  For  example: 

a.  The  FY  1992  General  Funds  CFO  statements  are  now  produced  in  a  manner 
that  permits  all  dollar  values  to  be  tied  back  to  existing  Treasury  and  budgetary 
reporting  requirements  or  specific  general  ledger  accounts,  resulting  in  higher  in- 
tegrity of  amounts  reported  than  in  the  past. 

b.  We  have  provided  over  400  accounting  and  finance  people  at  base  and  com- 
mand level  with  training  on  the  CFO  Act  and  specific  instruction  on  general  ledg- 
er report  preparation.  Emphasis  is  placed  on  known  trouble  areas  e.g.,  abnormal 
balances. 

c.  To  meet  milestones  associated  with  FMFIA  reported  material  weaknesses,  a 
quarterly  analysis  of  base  level  general  funds  trial  balances  is  now  available.  This 
report  identifies  abnormal  balances,  unusual  account  fluctuations  and  tracks  his- 
torical trends. 

d.  During  FY  1992  we  began  to  revalue  the  recorded  costs  of  weapon  systems. 
This  ongoing  project  resulted  in  an  increase  of  $8.8  billion  to  more  accurately  ac- 
count for  total  costs. 

e.  The  Command  On-line  Accounting  and  Reporting  System,  which  consolidates 
base-level  general  funds  general  ledger  trial  balance  information,  was  modernized 
to  provide  faster  notification  of  abnormal  balances. 

These  steps  are  short  term  and  manpower  intensive,  and  are  only  a  bridge  to  the 
larger  task  of  developing  future  automated  accounting  systems.  The  larger  task  of 
fully  implementing  CFO  Act  requirements  is  understood  and  is  a  key  part  of  DOD's 
financial  reform  process. 

To  accomplish  that  larger  task  we  see  the  need  to  start  with  the  following  objec- 
tives: 

1.  Future  accounting  systems  must  not  only  support  the  financial  management 
community,  they  must  also  provide  broader  support  to  our  operational  command- 
ers in  meeting  their  readiness  goals. 

2.  Financial  management  concepts,  such  as  the  Defense  Business  Operations 
Fund  (DBOF),  must  be  supported  up-front  by  sound,  tested  accounting  systems 
that  will  provide  decision  makers  with  the  information  they  need  to  make  cost 
and  resource  allocation  decisions. 

3.  There  is  a  need  to  prioritize  the  many  accounting  policy  and  accounting  sup- 
port systems  efforts  that  are  in  various  stages  such  as  the  Corporate  Information 
Management  (CIM),  Defense  Business  Management  Systems  (DBMS),  new  M  ac- 
count accounting  reporting,  and  the  CFO  Act  requirements. 

4.  The  Air  Force  and  other  DoD  components  need  to  consult  and  participate 
fully  in  the  OSD  decision  process.  Without  a  fully  cooperative  effort  neither  the 
providers  nor  the  users  of  financial  accounting  information  can  benefit. 

Internal  Controls 

While  working  to  resolve  accounting  system  deficiencies,  we  also  must  remind 
ourselves  of  the  importance  of  internal  controls.  Air  Force  Regulation  170-29  defines 
internal  control  as  methods  adopted  within  an  organization  to  safeguard  its  assets, 
check  the  accuracy  and  reliability  of  its  accounting  or  financial  data,  promote  oper- 
ating efficiency,  and  encourage  adherence  to  prescribed  managerial  policies.  Some 
of  the  more  important  features  of  a  system  of  internal  controls  are:  separation  of 
duties,  physical  security,  proper  authorization  for  expenditures,  and  recording  of 
transactions. 

Despite  emphasis  on  internal  controls,  as  we  have  seen  with  the  recent  Reese 
AFB  case,  it  is  still  possible  for  an  individual  to  manipulate  the  system  and  by-pass 
internal  controls  to  defraud  the  government.  We  have  learned  from  this  case  all  too 
well  that  there  is  more  we  can  do.  And  we  will  do  it. 

Reese  Air  Force  Base  Case 

From  1989  to  1992  a  lead  accountant  in  the  Materiel  Section  of  Accounting  and 
Finance  at  Reese  Air  Force  Base  fraudulently  received  over  $2  million  in  illegal  pay- 
ments. He  used  false  invoices  and  a  manual  payment  process  to  collect  the  pay- 
ments. The  Air  Force  Auditor  has  thoroughly  investigated  the  circumstances  and 
concluded  that  the  fraud  was  undiscovered  because  existing  internal  controls  were 
circumvented  and  the  required  quality  assurance  reviews  were  incomplete. 

Air  Force  regulations  require  that  someone  other  than  the  certifying  official  pre- 
pare the  payment  vouchers.  However,  the  Reese  AFB  accountant  circumvented  this 
control  by  preparing  manual  vouchers,  forging  the  initials  of  various  accounting  of- 
fice materiel  section  employees  and  certifying  the  vouchers  for  payment. 


311 

The  materiel  section  is  responsible  for  processing  and  controlling  accounting  ad- 
justments to  all  stock  fund  general  ledger  accounts.  As  a  result,  the  Reese  AFB  ac- 
countant was  able  to  hide  the  fraud  by  adjusting  several  general  ledger  accounts 
and  forcing  accounting  reports  to  balance. 

Regulations  also  require  annual  payment  verification  reviews.  During  the  past  an- 
nual reviews  proper  verification  were  not  accomplished.  Specifically,  if  vouchers  se- 
lected for  reviews  were  not  in  file  in  the  materiel  section,  personnel  reviewed  the 
next  voucher.  Consequently,  the  Reese  AFB  accountant  was  able  to  hide  his  fraud 
by  destroying  the  file  copy  of  payment  vouchers. 

Subsequent  to  the  investigation,  the  function  of  Materiel  Accounting  and  the  posi- 
tion of  Lead  Accountant  were  transferred  from  the  Air  Force  to  DFAS.  The  Auditor 
made  numerous  recommendations  to  DFAS  for  corrective  action  and  these  actions 
have  been  taken. 

Further,  every  DFAS  Defense  Accounting  Officer  and  every  Air  Force  Accounting 
and  Finance  Officer  was  advised  of  this  case  and  the  need  to  maintain  the  internal 
controls  and  to  perform  quality  assurance  reviews. 

The  Air  Force  Audit  Agency  is  conducting  a  more  detailed  review  at  25  bases  to 
discover  if  there  is  any  additional  potential  for  fraud;  they  expect  to  complete  this 
by  the  end  of  July.  Thus  far,  the  Audit  Agency  has  not  detected  any  new  instances 
of  fraud. 

Adjustments  for  Unmatched  Disbursements 

We  have  experienced  as  have  others  a  problem  of  unmatched  disbursements.  This 
generally  occurs  when  a  paying  station  writes  a  check  at  one  location  and  an  ac- 
countable station  located  elsewhere  has  not  had  proper  time  or  notice  to  match  or 
record  that  obligation  as  liquidated.  At  any  point  in  time  it  is  quite  likely  that  obli- 
gations will  not  match  disbursements  for  several  reasons;  however,  it  does  not  nec- 
essarily mean  that  anything  improper  has  occurred.  Most  unmatched  obligations  to 
disbursements  are  corrected  and  our  accounting  records  become  properly  balanced. 
Nevertheless,  there  are  weaknesses  here  and  this  is  an  area  that  needs  more  atten- 
tion. 

The  enactment  of  Public  Law  101-510  in  November  of  1990  highlighted  these 
weaknesses  in  our  accounting  systems  which  both  we  and  the  Department  of  De- 
fense are  working  to  correct.  Today's  accounting  systems  were  not  initially  designed 
to  compile  quickly  and  sort  financial  data  from  massive  numbers  of  transactions  at 
locations  throughout  the  world.  Over  time  this  has  resulted  in  discrepancies  be- 
tween reporting  systems  used  to  support  the  Department  of  the  Treasury,  and  our 
detailed  record  of  these  same  transactions  in  the  installation  level  accounting  sys- 
tem. 

We've  been  criticized  by  the  GAO  and  the  Congress  for  an  adjustment  made  in 
December  1990  to  restore  obligations  where  differences  existed  between  reports.  In 
this  case,  our  field  records,  which  are  detailed  records  supported  by  documentation, 
indicated  a  higher  level  of  obligations  than  a  Departmentai-level  number  which  bal- 
anced to  the  report  provided  to  the  Treasury.  Public  Law  101-510  provided  a  period 
of  time  for  a  final  restoration  of  obligations  and  the  $649M  adjustment  to  Depart- 
mental records  was  made  to  establish  a  more  accurate  accounting  of  Air  Force  liabil- 
ities. During  recent  Senate  floor  debate  on  the  FY  1993  Defense  Supplemental  Bill 
it  was  decided  by  the  members  that  the  DoDIG  would  conduct  a  follow-up  audit  of 
this  adjustment  and  the  problems  that  led  up  to  it.  We  support  this  audit  and  will 
be  looking  to  see  what  can  be  done  better  in  the  future. 

The  Air  Force  continues  to  review  all  reported  obligations  in  the  remaining  M  ac- 
counts to  identify  and  resolve  accounting  discrepancies  and  ensure  that  reported  ob- 
ligations accurately  reflect  valid  liabilities.  We  will  continue  this  review  until  final 
cancellation  of  the  M  accounts  at  the  end  of  this  fiscal  year.  After  cancellation,  all 
"M"  account  bills  will  be  paid  for  with  current  appropriations. 

Summary 

The  Air  Force,  DFAS  and  the  DoD  have  initiated  a  comprehensive  program  to 
streamline  and  improve  DoD  financial  accounting  systems.  Recent  actions  taken  by 
DFAS  and  the  Air  Force  provide  short  term  improvements  to  the  quality  of  informa- 
tion provided  by  the  accounting  systems.  DoD  is  pursuing  the  fundamental  solutions 
through  a  series  of  initiatives  including  the  creation  of  DFAS  in  1991  and  the  estab- 
lishment of  the  financial  management  portion  of  the  CIM  program  to  standardize, 
consolidate  and  streamline  DoD  accounting  systems.  We  believe  this  approach  holds 
the  key  to  meeting  many  of  the  financial  management  problems  that  we  are  all  ex- 
periencing today. 
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I  would  of  course  be  pleased  to  answer  any  questions  that  the  Committee  may 
have. 


PREPARED  STATEMENT  OF  LT.  GEN.  MERLE  FREITAG 

Mr.  Chairman  and  members  of  the  Committee: 

I  am  pleased  to  appear  before  the  committee  to  discuss  the  Army's  second  year 
of  participation  in  the  pilot  project  to  implement  the  Chief  Financial  Officers  Act. 

Army's  Commitment 

On  August  7,  1992,  then  Secretary  of  the  Army,  Michael  P.W.  Stone,  appeared 
before  this  Committee  to  discuss  the  Army's  first  year  under  the  CFO  Act  s  pilot 
project.  Secretary  Stone  stated  that  the  Army  would  continue  its  work  toward  com- 
plying with  the  Act's  new  standards  and  mentioned  the  organizational  mechanisms 
he  had  established  to  correct  problems  and  achieve  compliance.  On  behalf  of  Acting 
Secretary  of  the  Army  Shannon,  I  am  reporting  to  you  today  that  he  continues  the 
Army's  commitment  to  comply  with  the  principles  and  objectives  of  the  CFO  Act. 
The  Army's  implementation  group  responsible  to  effect  corrective  actions  remains 
actively  engaged.  Our  momentum  continues. 

Over  the  course  of  the  last  year  we  have  tracked  and  worked  seventeen  issues 
resulting  from  the  General  Accounting  Office's  (GAO)  audit  of  the  Army's  fiscal  1991 
operations.  Eight  of  the  issues  are  in  the  logistics  arena,  four  deal  with  facilities, 
and  five  are  financial.  As  of  June  25,  1993,  five  remain  unresolved:  protecting  assets 
from  deterioration,  asset  visibility,  reconciling  real  property  and  accounting  records, 
accountability  of  government  furnished  property  and  abnormal  account  balances. 
Corrective  actions  have  either  been  implemented  or  developed  for  the  other  twelve 
issues  and  will  be  tracked  until  it  has  been  independently  determined  that  these 
actions  effectively  resolve  the  problems  cited. 

To  date,  we  have  received  draft  1992  GAO  audit  reports  on  military  payroll,  real 
property  management,  military  equipment,  and  financial  accountability  and  man- 
agement. Given  the  quick  turnaround  time  required  as  a  result  of  the  scheduled 
hearing  date  we  have  been  able  to  review  and  provide  to  GAO  comments  on  only 
the  first  three  reports.  All  audit  results  will  be  reviewed  and  worked  to  resolution 
within  the  Army's  continuing  CFO  Act  implementation  process. 

The  Army  is  fixing  those  things  within  our  power  to  correct.  As  the  first  DoD  ele- 
ment to  participate  in  the  CFO  Act's  pilot  implementation  project,  the  Army,  work- 
ing with  the  Private  Sector  Council  and  an  internationally  recognized  "Big  Six"  ac- 
counting firm  has  broken  new  ground.  Physical  inventory  policy,  the  valuation  of 
assets,  the  identification  and  reporting  of  contingent  liabilities,  the  establishment  of 
outcome-oriented  performance  measures,  and  the  revamping  of  our  approach  to 
management  control  processes  are  examples  of  Army-led  initiatives.  Several  of  these 
initiatives  have  already  been  passed  to  the  DoD  for  Department-wide  consideration. 
At  the  OSD  level,  automated  systems'  impact  and  the  costs  of  department-wide  im- 
plementation have  yet  to  be  determined. 

CFO  Act  Objectives 

The  Act's  ultimate  objective  is  to  make  accurate  and  timely  financial  information 
available  to  managers  and  decision  makers  at  all  levels  within  the  executive  branch 
in  the  belief  that  this  information  will  allow  decision  makers  to  make  better  deci- 
sions and  improve  stewardship  of  the  public's  resources.  The  Army  agrees  with  this 
objective  and  has  been  actively  working,  within  its  authority  and  capability,  towards 
its  realization. 

Implementation  of  the  Defense  Management  Review  process  and  its  many  deci- 
sions, to  include  the  establishment  of  the  Defense  Finance  and  Accounting  Service, 
the  Defense  Information  Technology  Services  Office,  and  the  Defense  Business  Op- 
erations Fund,  are  enormous  initiatives.  All  are  intended  to  save  administrative 
support  dollars  and,  at  the  same  time,  contribute  to  meeting  the  CFO  Act's  goals 
and  objective  within  the  DoD.  OSD,  GAO  and  the  Services  all  agree  it  will  take 
years  to  work  out  the  details  of  these  initiatives  and  effectively  complete  them  given 
the  department's  current  and  proposed  resource  postures,  the  competing  priorities 
to  downsize,  and  the  redefinition  of  its  role  in  the  new  world  order. 

The  keys  to  the  effective  implementation  of  the  CFO  Act  are  (1)  relevant  and  fea- 
sible accounting  standards  and  policies  that  address  the  concurrent  needs  of  oper- 
ational managers  and  the  public  (2)  modern,  efficient  automated  systems  that  apply 
those  accounting  standards  and  policies  and  provide  essential,  accurate  manage- 
ment information  in  a  well-controlled  environment. 
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The  Army,  while  ready  and  willing  to  cooperate  with  those  empowered  to  take  ac- 
tion, has  no  control  over  some  of  the  essential  elements. 

Benefits  and  Cost 

In  a  letter  to  the  Honorable  Charles  Bowsher  submitted  for  the  record  during  last 
August's  testimony,  Secretary  Stone  noted  what  some  of  the  benefits  of  the  CFO  Act 
were  likely  to  be  when  it  was  fully  implemented: 

•  greater  focus  on  integrating  financial  and  logistical  functional)  systems; 

•  better  review  of  the  budget  execution  process; 

•  improved  decision-making  from  more  accurate  financial  data; 

•  enhanced  capability  to  assess  problems  in  both  financial  and  operational 
(functional)  terms; 

•  better  ability  to  assess  performance  and  improve  resource  allocation. 

The  Army  continues  to  see  these  as  likely  benefits.  The  Secretary  also  added  the 
caution  that  full  implementation  in  the  Army  would  be  a  long-term  and  costly  effort. 

The  Act  itself  mandates  preparation  of  audited  financial  statements  for  revolving 
and  trust  funds — substantially  commercial  activities.  These  activities  lend  them- 
selves well  to  this  type  of  business  treatment,  and  DoD  has  been  aggressively  pursu- 
ing this  effort  with  the  creation  and  evolution  of  DBOF.  DBOF  fully  supports  the 
tenets  of  the  CFO  Act;  it  can  be  run  and  reported  on  as  a  true  business  enterprise. 

The  Army's  participation  in  the  pilot  project  has  demonstrated  some  of  the  costs 
of  implementing  agency-wide  financial  statements,  including  those  for  general  fund 
appropriations,  but  the  benefits  are  not  yet  clear.  For  example,  the  application  of 
traditional  financial  accounting  and  the  "balance  sheet  approach"  do  not  directly 
translate  into  all  aspects  of  the  federal  government.  This  disconnect  is  readily  ap- 
parent in  the  attempt  to  overlay  private  sector  accounting  standards  in  the  Depart- 
ment of  Defense. 

DoD's  agency  mission  is  not  comparable  to  any  other  form  of  state  or  local  govern- 
ment, and  certainly  not  like  any  in  the  private  sector.  Where  revolving  funds  can 
be  operated  and  accounted  for  like  a  traditional  business  operation,  military  mis- 
sions cannot.  The  National  Security  and  public  policy  considerations  that  contribute 
to  our  mission  and  objectives  cannot  be  accurately  reflected  in  financial  statements 
as  we  now  know  them. 

The  expansion  of  the  Act  to  include  agency-wide  financial  statement  preparation 
for  all  executive  branch  agencies  is  a  decision  which  should  be  made  after  a  review 
of  the  applicable  costs  andbenefits. 

Since  last  August  some  of  those  costs  have  become  increasingly  clear.  The  Act  has 
caused  the  Army  to  program  the  addition  of  88  auditors  at  a  cost  of  approximately 
$7M  to  its  central  audit  agency  staff.  The  efforts  of  75  other  auditors  have  been  re- 
directed to  CFO  work  from  other  assignments.  The  total  cost  of  CFO  audit  workload 
by  Army  auditors  could  reach  an  estimated  $12M  in  Fiscal  1994.  This  additional 
workload  was  delegated  to  the  Army  by  the  DODIG  without  additional  resources. 
Auditing  financial  statements  from  systems  not  designed  to  produce  an  adequate 
product  may  not  be  appropriate  .  .  .  certainly  in  a  cost/benefit  context. 

Audit  Approach  Considerations 

The  current  and  new  "full  financial  statement  implementation"  audit  approach  re- 
quired by  the  CFO  Act  is  neither  realistic  nor  efficient  in  an  environment/organiza- 
tion where  the  CFO  Act  has  not/could  not  yet  have  been  fully  implemented.  For  ex- 
ample, in  a  May  6,  1993  Private  Sector  Council  letter,  summarizing  their  experience 
with  the  Army's  CFO  Act  implementation  effort,  to  Mr.  Edward  J.  Mazur,  then  Con- 
troller of  the  Office  of  Management  and  Budget  (OMB),  Mr.  Thomas  V.  Fritz,  the 
Council's  Chief  Executive  Officer,  wrote: 

".  .  .  Another  area  of  concern  are  the  GAO  audits.  They  use  a  standard 
that  assumes  full  financial  statement  implementation,  which  is,  perhaps, 
years  away.  Thus  any  status  information  those  audits  provide  is  bound  to 
be  negative,  until  all  systems  and  policies  have  been  developed  and  imple- 
mented. A  steady  stream  of  negative  reports  will  have  a  demoralizing  effect 
on  any  organization." 

Mr.  Fritz  goes  on  to  recommend: 

"One  remedy  for  this  situation  is  to  audit  not  only  against  the  final 

standard  but,  also  to  audit  against  an  implementation  plan.  Thus,  if  a 

sound  implementation  plan  is  developed,  and  good  progress  is  being  made 

.  .  .,  such  positive  results  and  commendation  can  be  reported  in  the  audit." 

The  main  point  in  this  discussion  is  that  audits  should  assist  and  complement  the 

organization's  own  efforts  to  implement  the  Act,  not  waste  audit  and  operational  re- 
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sources  restating  the  obvious  while  we  strive  toward  full  implementation.  This 
would  aid  in  the  Act's  implementation  and  help  alleviate  some  of  the  resource  im- 
pact on  both  auditors  and  operational  staffs. 

Conclusion 

The  Army  sees  real  value  in  implementing  the  CFO  Act  in  a  relevant,  feasible, 
and  efficient  manner.  This  means  accounting  principles  and  standards  need  to  be 
established  that  consistently  support  the  decision-making  requirements  of  agency 
leadership  and  management  ana  the  public's  right  to  be  informed  on  the  use  of  its 
resources.  It  also  means  developing  and  fielding  of  automated  systems  that  effi- 
ciently and  accurately  process  functional  and  financial  information  in  accordance 
with  these  accounting  principles  and  standards.  And  finally,  it  means  that  a  rel- 
atively minor  adjustment  to  the  current  audit  approach  and  process  in  accordance 
with  the  recommendation  of  the  Private  Sector  Council  would  make  the  Act's  imple- 
mentation more  efficient  and  less  resource  intensive. 

The  Army  has  been  an  active  and  enthusiastic  participant  in  the  CFO  Act's  imple- 
mentation and  we  intend  to  remain  so.  To  repeat  Secretary  Stone's  words  of  a  year 
ago,  the  process  will  be  long-term  and  costly.  The  Army  will  not  be  able  to  do  it 
alone. 

Thank  you. 


NEWS  RELEASE— OFFICE  OF  ASSISTANT  SECRETARY  OF  DEFENSE 
(PUBLIC  AFFAIRS),  DATED  JULY  11,  1993 

Senior  Financial  Management  Oversight  Council  Established 

Secretary  of  Defense  Les  Aspin  announced  today  the  establishment  of  a  Senior  Fi- 
nancial Management  Oversight  Council  to  develop  solutions  to  major  financial  man- 
agement problems  within  the  Department.  It  will  be  chaired  by  the  deputy  secretary 
of  defense. 

"Financial  management  in  an  enterprise  of  the  size  and  complexity  of  the  Defense 
Department  requires  sustained,  high-level  attention  across  a  number  of  functional 
areas — not  just  traditional  financial  management.  This  council  will  provide  that  at- 
tention," Aspin  said. 

Among  the  issues  facing  DoD  are  the  future  of  the  Defense  Business  Operations 
Fund;  the  consolidation  of  varied  financial  accounting  systems  in  the  Department 
of  Defense;  and  the  improvement  of  financial  controls  over  defense  inventories. 

"We  intend  to  face  up  to  the  long-standing  financial  management  problems  and 
to  demonstrate  that  we  have  specific  plans  to  fix  them,  to  implement  proactive  solu- 
tions as  quickly  as  possible,  and  to  monitor  the  results  to  ensure  that  actions  taken 
have  been  effective,'  said  William  Perry,  deputy  secretary  of  defense. 

The  Council  has  nine  members,  including  the  deputy  secretary.  Other  representa- 
tives are  the  secretary  of  the  Army;  the  secretary  of  the  Navy;  the  secretary  of  the 
Air  Force;  the  vice  chairman  of  the  Joint  Chiefs  of  Staff;  the  under  secretary  of  de- 
fense for  acquisition;  the  DoD  comptroller;  the  Department's  chief  financial  officer; 
and  the  general  counsel.  The  comptroller  will  serve  as  executive  secretary.  The  DoD 
inspector  general  will  be  invited  to  attend,  but  only  as  an  observer  in  order  to  avoid 
potential  conflict  of  interest.  The  Council  is  expected  to  meet  at  least  monthly  ini- 
tially, given  the  priority  attached  to  solving  financial  management  problems  by  Dep- 
uty Secretary  Perry. 

"We  must  move  fast  to  solve  these  problems  if  the  Congress  and  the  public  are 
to  have  full  confidence  in  our  ability  to  manage  the  Department's  resources  and 
maintain  a  high  level  of  national  security,"  Deputy  Secretary  Perry  said. 


WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  HON.  CHARLES  A. 
BOWSHER  AND  THE  RESPONSES 

Question  1.  Mr.  Bowsher,  the  written  testimony  of  some  of  our  witnesses  this 
morning  calls  into  question  the  benefits  of  audited  financial  statements  when  com- 
pared to  their  costs.  Can  you  give  us  some  examples  of  how  financial  statement  au- 
dits have  benefited  agencies  and  the  taxpayer  by  saving  money,  improving  perform- 
ance or  reducing  waste  and  fraud? 

Answer.  Recent  financial  statement  audits  have  called  attention  to  major  financial 
management  problems  and  provided  impetus  for  improving  financial  reporting  and 
internal  controls.  For  example,  the  former  Secretary  of  the  Army,  in  commenting 
on  our  audit  of  Army's  financial  statements,  stated  the  following: 
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"We  assess  the  'pilot  project'  financial  statements  and  audit  as  positive 
efe™.ent*  'n  the  Army's  long-range  program  for  improved  financial  respon- 
sibility The  audit  has  framed  a  number  of  important  issues  ibout  manage- 
ment of  the  Army.  Some  of  these  issues  were  well  known  within  the  Army- 
others  were  not.  The  financial  audit  has  identified  them  for  appropriate 
management  attention." 
In  addition,  financial  statement  audits  performed  pursuant  to  the  Chief  Financial 
Officers  Act  have  resulted  in  numerous  benefits  both  in  terms  of  improved  agency 
management  and  better  control  over  the  funds  provided  by  the  nation's  taxpayers 
Following  are  some  examples. 
—Testing  performed  as  part  of  our  fiscal  year  1992  audit  of  the  Army's  September 
payroll  transactions  disclosed  that  more  than  2,200  Army  soldiers  received  pay- 
ments to  which  they  were  not  entitled.  The  overpayments  we  identified  totaled 
an  estimated  $6.1  million  and  subsequent  investigations  by  law  enforcement  or- 
ganizations have  identified  additional  cases.  As  a  direct  result  of  this  audit, 
overpayments  to  these  soldiers  have  halted  and  efforts  have  been  initiated  to 
recover  millions  of  dollars  in  overpayments. 
—Also,  as  part  of  our  fiscal  year  1992  Army  financial  audit,  our  review  of  controls 
over  materiels  showed  that  some  Army  locations  were  disposing  of  certain  types 
of  inventory  items  that  other  Army  locations  were  purchasing  from  vendors.  We 
found  that  over  1,700  different  inventory  items  were  disposed  because  they  were 
incorrectly  coded  as  obsolete  in  the  centralized  inventory  records.  Had  the  Army 
not  corrected  these  coding  errors,  they  could  potentially  have  improperly  writ- 
ten-off and  disposed  of  an  estimated  $4.3  million  in  materiel. 
— The  Naval  Audit  Service's  fiscal  year  1991  financial  audit  of  the  Navy  Aviation 
Supply  office  determined  that  aviation  depot  level  repairable  financial  inventory 
records    were    understated    by    approximately    $125.2    million.    Because   these 
records  are  used  to  estimate  budget  needs,  the  understatement  increased  esti- 
mated budget  requirements.  Identifying  this  understatement  provided  an  esti- 
mated $125.2  million  potential  budget  reduction. 
— Our  financial  statement  audit  of  the  Internal  Revenue  Service  (IRS)  disclosed 
that  the  IRS'  reported  accounts  receivable  was  significantly  overstated  because 
IRS'  systems  were  not  designed  to  provide  reliable  information  about  the  valid- 
ity and  collectability  of  such  receivables. 
— Our  audit  of  the  IRS  also  disclosed  that  its  systems  lacked  controls  to  protect 
the  privacy  of  taxpayer  information;  thus  permitting  some  IRS  employees  to  ac- 
cess income  tax  information  of  friends,  neighbors,  or  prominent  individuals.  IRS 
installed  appropriate  controls  over  taxpayer  files  as  a  result  of  this  audit  find- 
ing. 
Question  2.  Mr.  Bowsher,  your  written  testimony  describes  some  financial  man- 
agement improvements  that  Army,  and  DoD  as  a  whole,  have  made  since  our  hear- 
ing last  year.  What  sorts  of  improvements  have  been  made? 

Would  you  say  that  the  financial  management  culture  has  improved,  or  does  man- 
agement not  yet  see  these  issues  as  a  priority? 

Answer.  The  results  have  been  mixed.  We  are  encouraged  by  the  Army's  efforts 
over  the  past  year  to  improve  financial  management.  For  example,  Army  improved 
accountability  for  its  real  property,  strengthened  inventory  controls,  and  accumu- 
lated baseline  information  for  developing  meaningful  performance  measures.  Addi- 
tionally, the  Army  established  a  senior-level  steering  group  and  special  action  group 
that  are  responsible  for  guiding  and  supporting  Army  financial  management  im- 
provement efforts.  In  contrast,  we  do  not  believe  the  Air  Force  has  demonstrated 
this  kind  of  commitment  to  making  improvements  in  financial  management.  For  ex- 
ample, the  Air  Force  only  recently  has  developed  a  plan  addressing  financial  man- 
agement deficiencies  we  reported  over  2  years  ago. 

There  have  also  been  mixed  signals  regarding  DoD's  commitment  to  financial 
management  improvements.  For  example,  we  were  encouraged  to  see  that  DoD  es- 
tablished a  Senior  Financial  Management  Oversight  Council,  chaired  by  the  Deputy 
Secretary  of  Defense,  and  with  the  secretaries  of  each  of  the  military  services  as 
members.  We  understand  the  purpose  of  this  group  is  to  provide  a  forum  for  discus- 
sion and  review  of  existing  and  emerging  financial  management  issues.  In  addition, 
we  noted  both  Army  and  DoD's  Defense  Finance  and  Accounting  Service  made  ex- 
tensive efforts  to  develop  relevant  information  for  Army's  financial  statements. 

On  the  other  hand,  we  are  concerned  that  without  continuous,  strong  leadership— 
particularly  from  DoD's  Comptroller  and  CFO— the  likelihood  of  successfully  achiev- 
ing sustained  financial  management  improvements  in  the  Department  will  be  di- 
minished. In  this  regard,  we  were  disappointed  that,  with  respect  to  information  on 
liabilities  for  such  things  as  environmental  clean-up,  the  DoD  Comptroller  organiza- 
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tion  overruled  including  such  information  in  the  Army's  financial  statements,  even 
though  required  by  DoD's  own  regulations. 

Question  3.  At  the  Committee's  hearing  on  the  Army  audit  last  August,  your  re- 
port suggested  many  corrective  actions  that  Army  and  DoD  should  take  to  improve 
financial  management.  Have  they  taken  adequate  corrective  actions  as  they  relate 
to  the  fiscal  1991  audit? 

At  the  time,  you  said  that  Army  could  take  many  short-term  actions  even  if  major 
financial  systems  and  reorganization  issues  took  longer  to  resolve.  Have  they  taken 
those  short-term  actions? 

Army  and  DoD  overall  are  still  missing  most  of  their  new  political  appointees.  In 
fact,  almost  our  entire  third  panel  are  managing  in  an  acting  capacity.  DBOF  is 
under  review,  DFAS  is  on  hold,  for  example.  What  impact  does  this  have  on  the 
Pentagon's  ability  to  institute  reforms? 

One  of  the  things  that  bothered  me,  from  both  the  Air  Force  and  the  Army  hear- 
ing last  year,  is  that  many  of  the  problems  as  they  relate  to  internal  controls  and 
accounting  issues  could  largely  be  resolved  if  only  people  followed  procedures  and 
guidance.  In  your  opinion,  based  on  your  more  recent  audit  work,  has  adherence  to 
guidance  and  procedures  improved? 

Answer.  While  Army  had  developed  a  corrective  action  plan  to  address  the  1991 
recommendations,  except  in  a  few  isolated  instances,  full  implementation  had  not 
been  completed  prior  to  the  end  of  our  fiscal  year  1992  audit.  In  fact,  those  correc- 
tive action  plans  often  had  milestone  dates  several  years  in  the  future. 

Nonetheless,  some  very  encouraging  short-term  actions  have  been  taken.  Some  ex- 
amples follow. 

— The  Army  has  taken  actions  intended  to  increase  the  accuracy  of  its  real  prop- 
erty reporting.  It  has  a  review  underway  to  ensure  that  its  records  for  its  facili- 
ties throughout  Europe  are  maintained  accurately,  and  another  major  command 
used  a  consultant  to  increase  the  accuracy  of  its  reporting. 

— The  Army  Corps  of  Engineers  has  acted  to  improve  the  accuracy  of  its  construc- 
tion-in-progress  reporting.  Specifically,  a  joint  accounting  and  project  manage- 
ment review  is  underway  to  purge  completed  construction  projects  from  con- 
struction-in-progress  accounts. 

— The  Defense  Logistics  Agency  has  relocated  helicopter  engines  from  its  Corpus 
Christi  Depot  to  inland  locations  in  order  to  reduce  the  detrimental  effects  of 
salt  air  that  we  reported  on  as  a  result  of  our  fiscal  year  1991  audit. 

However,  from  an  overall  perspective,  efforts  to  address  DoD's  financial  manage- 
ment deficiencies  have  been  slow.  Key  positions  in  DoD  and  the  Army  have  either 
been  vacant,  or  filled  by  individuals  serving  in  an  "acting"  capacity  in  some  cases 
since  June  of  1992.  If  individuals  are  not  appointed  to  fill  these  key  positions — par- 
ticularly DoD's  CFO  position — DoD  will  experience  less-than-optimal  results  on  cor- 
recting its  wide-ranging  financial  management  problems.  In  addition,  DoD  does  not 
have  a  sufficiently  comprehensive  plan  to  guide  financial  management  improvement 
efforts,  and  the  roles  and  respective  responsibilities  of  the  various  DoD  organiza- 
tions involved  in  carrying  out  financial  management  operations  have  not  yet  been 
clearly  delineated  in  some  cases. 

Because  our  first  year  audit  focused  primarily  on  the  balance  sheet  and  controls 
over  assets,  and  our  second  year  audit  focused  more  on  the  income  statement  and 
expenditures,  we  cannot  make  a  year-to-year  comparison  of  adherence  to  policies 
and  procedures.  Certainly  the  establishment  of  the  Army's  special  action  group  and 
the  actions  it  has  taken  to  improve  financial  management  throughout  the  Army  pro- 
vide encouragement  that  adherence  to  guidance  and  procedures  will  improve.  How- 
ever, a  sustained  commitment  from  top  management  is  essential  to  ensuring  compli- 
ance with  established  procedures. 

Question  4.  My  staff  has  been  informed  by  the  current  DOD  Acting  Comptroller/ 
CFO  that  DoD  is  thinking  of  restructuring  the  current  CFO  structure  and  having 
a  separate  Comptroller  and  CFO  at  DoD.  What  are  your  thoughts  on  having  a  sepa- 
rate Comptroller  and  CFO  at  DoD  and  what  characteristics  should  the  restructured 
position  have? 

Answer.  There  is  nothing  inherently  inappropriate  with  federal  agencies  having 
a  separate  comptroller  and  chief  financial  officer,  provided  that  their  respective  re- 
sponsibilities and  authorities  are  consistent  with  applicable  statutes.  While  the 
Chief  Financial  Officers  Act  (Public  Law  101-576)  specifies  the  duties  of  CFOs, 
agencies  are  free  to  administratively  establish  comptrollers  with  complementary  fi- 
nancial management  duties.  For  example,  it  would  be  consistent  with  the  Act  to 
have  a  comptroller  or  similar  official  prepare  agency-wide  budgets.  Agencies  also 
may  have  comptrollers  perform  financial  management  functions  that  are  the  respon- 
sibility of  CFOs  under  the  Act,  as  long  as  the  comptroller  acts  under  the  direction 
and  oversight  of  the  agency  CFO. 
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With  respect  to  DoD,  however,  there  is  a  statutory  Comptroller  position  in  addi- 
tion to  the  CFO,  and  the  two  positions  appear  to  have  similar  organizational  impor- 
tance and  authority.  The  President  appoints  both  officials  with  the  advice  and  con- 
sent of  the  Senate.  The  Comptroller  is  a  component  of  the  Office  of  the  Secretary 
of  Defense,  and  the  CFO  is  to  report  directly  to  the  Secretary  on  financial  manage- 
ment matters.  Moreover,  the  statutory  responsibilities  of  the  positions  appear  to 
overlap.  For  example,  the  Comptroller  is  responsible  for  "establishing  and  super- 
vising the  execution  of  policies  and  procedures  relating  to  the  expenditure  and  col- 
lection of  funds  administered  by  the  Department  of  Defense."  (10  U.S.C.  §  137(c)(4)). 
The  CFO  is  similarly  responsible  for  directing,  managing,  and  providing  policy  guid- 
ance and  oversight  of  "financial  management  personnel,  activities,  and  operations" 
within  DoD.  (31  U.S.C.  §  902(a)(5)). 

Until  now,  DoD  has  named  one  individual  to  hold  both  of  these  positions.  This 
arrangement  would  be  satisfactory  if  the  combined  office  had  the  expertise,  organi- 
zational authority,  and  resources  needed  to  adequately  carryout  the  statutory  duties 
of  each  office.  In  separating  its  Comptroller  and  CFO,  DoD  would  have  to  deal  di- 
rectly with  a  unique  organizational  issue:  how  will  the  authority,  responsibility,  and 
resources  to  deal  with  financial  management  issues  be  allocated  to  the  two  statutory 
offices?  At  a  minimum,  DoD  will  need  to  set  clear  administrative  guidelines  on  the 
respective  responsibilities  of  its  Comptroller  and  CFO,  and  to  ensure  that  each  has 
adequate  authority  and  resources  to  accomplish  his  or  her  statutory  duties. 

However,  such  an  administrative  action  would  present  DoD  with  the  difficult  chal- 
lenge of  assigning  financial  management  responsibilities  in  a  manner  consistent 
with  the  statutory  requirements  for  each  office.  For  example,  in  our  view,  adminis- 
tratively making  the  CFO  an  organizational  subordinate  of  the  Comptroller  would 
be  inconsistent  with  the  CFO  Act  requirement  that  the  CFO  report  directly  to  the 
agency  head  and  direct  agency  financial  management  activities  and  personnel.  An 
alternative  to  DoD  grappling  with  such  issues,  should  DoD  wish  to  separate  the 
Comptroller  and  CFO  positions,  would  be  for  Congress  to  resolve  the  overlapping 
responsibilities  of  the  DoD  Comptroller  and  CFO  by  amending  the  statutes  govern- 
ing the  two  positions. 

Question  5.  While  I  recognize  that  many  of  the  problems  identified  in  your  1991 
and  1992  audits  of  Army  require  long  range  solutions,  what  are  some  of  the  steps 
that  Army  can  take  now  that  will  improve  the  reliability  of  the  information  the 
Army,  as  well  as  Congress,  uses  to  make  decisions  with? 

Answer.  There  are  a  number  of  actions  that  Army  can  take  now  to  improve  the 
reliability  of  the  financial  information  Army,  DoD,  and  the  Congress  rely  on  to  make 
decisions.  First,  the  Army  must  ensure  compliance  with  existing  policies  and  proce- 
dures established  to  control  and  account  for  its  vast  resources.  Our  reviews  have 
shown  that  even  when  top-level  managers  have  recognized  the  importance  of  strong 
financial  management,  lower-level  commanders  and  managers  had  not  always  dem- 
onstrated the  same  level  of  recognition.  What  is  needed  is  a  direct  link  between  a 
manager's  effectiveness — the  extent  to  which  a  manager  accomplishes  the  objectives 
for  which  internal  control  policies  and  procedures  are  established — and  the  Army's 
performance  measurement  and  reward  systems.  Specifically,  we  recommended  es- 
tablishing goals  and  performance  measures,  and  evaluating  Army  managers  on  such 
things  as  improving  stewardship  and  control  over  Army  assets  by  doing  such  things 
as  properly  performing  required  physical  inventories  and  reconciliations,  safeguard- 
ing assets,  and  improving  financial  data  accuracy  and  reporting. 

Second,  we  remain  concerned  that  DoD  and  the  military  services  may  be  relying 
too  heavily  on  the  future  implementation  of  new  systems  and  technology  to  resolve 
their  current  financial  problems.  Clearly,  longer-term  system  improvements  are 
sorely  needed  in  DoD.  However,  any  significant  improvements  in  financial  manage- 
ment systems  will  require  concerted  efforts  to  improve  data  in  existing  systems.  Un- 
less these  data  deficiencies  are  corrected,  not  only  will  reliable  information  not  be 
available  to  decisionmakers  now,  but  any  new  systems  inheriting  this  data  will  like- 
wise be  impaired  by  inaccurate,  unreliable  information  when  they  are  brought  on 
line. 

Third,  improvement  efforts  must  be  undertaken  in  the  context  of  a  comprehensive 
financial  management  improvement  plan.  Existing  plans  do  not  clearly  set  out  mile- 
stones and  resources  needed  to  accomplish  DoD's  various  financial  management  im- 
provement initiatives.  It  is  essential  to  the  success  of  any  comprehensive  improve- 
ment plan  that  needed  resources  are  identified  and  prioritized.  In  addition,  DoD 
needs  to  assess  whether  sufficient,  qualified  personnel  are  available  for  these  initia- 
tives and  if  not,  ensure  that  the  plan  provides  steps  to  obtain  the  needed  expertise. 

Question  6.  GAO's  financial  statement  audit  and  your  written  testimony  refer  to 
problems  regarding  Army's  military  payroll  system.  Can  you  describe  the  nature  of 
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the  problem,  how  you  discovered  it,  and  provide  your  views  on  the  adequacy  of  the 
Army  and  Defense  Department  actions  taken  to  fix  it? 

It  is  my  understanding  that  there  is  currently  a  criminal  investigation  examining 
the  potential  for  fraud  in  the  payroll  area.  Potentially,  what  is  the  extent  of  the 
funds  and  individuals  involved  in  wrongdoing?  What  are  some  of  the  example  you 
have  found? 

Answer.  As  discussed  in  our  testimony,  lapses  in  internal  controls  resulted  in  over 
2,200  Army  personnel  being  overpaid  approximately  $6  million.  More  specifically,  in 
reviewing  Army's  automated  comparison  of  July  1992  military  pay  and  personnel 
records,  we  noted  that  DFAS  and  Army  personnel  did  not  perform  investigations  to 
determine  why  there  were  203,000  cases  of  mismatched  records.  To  obtain  informa- 
tion on  why  such  a  large  number  of  mismatches  would  occur,  we  obtained  and  com- 
pared Army  payroll  and  personnel  data  for  September  1992.  Our  comparison  ini- 
tially disclosed  6,270  individuals  who  were  paid  yet  had  no  personnel  records.  At 
our  request,  DFAS  and  Army  officials  researched  these  mismatches  and  identified 
2,279  soldiers  who  had  received  improper  payments. 

Army  and  DFAS  have  substantial  efforts  underway  to  address  the  Army's  military 
pay  problems.  Ultimately,  DFAS  expects  to  determine  why  soldiers  were  paid  but 
not  listed  in  the  personnel  records,  identify  system  weaknesses  that  allowed  im- 
proper payments  to  occur,  quantify  the  amounts  overpaid,  and  take  action  to  recoup 
these  funds.  These  efforts  are  still  ongoing. 

At  the  time  of  our  testimony,  we  reported  that  about  2,200  soldiers  received  over- 
payments totaling  approximately  $6  million.  However,  our  ongoing  investigation 
shows  the  problem  to  be  greater  than  we  originally  reported.  As  you  have  requested, 
we  will  report  to  this  Committee  more  extensively  on  these  matters  upon  completion 
of  our  investigation. 

The  following  examples  illustrate  the  types  of  internal  control  weaknesses  identi- 
fied during  our  investigation. 
— One  individual  was  separated  from  the  Army  in  April  1991  after  serving  less 
than  8  months.  However,  because  of  a  delay  in  posting  the  separation  to  payroll 
records,  she  was  paid  through  December  31,  1992.  This  resulted  in  almost  21 
months  of  overpayments,  totaling  $23,372,  that  were  direct-deposited  to  her 
bank  account.  Ironically,  this  individual  has  questioned  whether  she  must  repay 
this  amount,  apparently  because  she  thought  it  was  backpay. 
— Another  soldier  had  been  placed  in  a  temporary  duty  assignment  in  November 
1991  but  according  to  the  Army  "was  never  heard  from  again."  Over  $27,000 
was  paid  to  this  individual's  bank  account  by  electronic  wire  transfers,  and  we 
understand  that  regular  withdrawals  were  made  from  this  account. 
— A   sergeant  working  in   a   small  recruiting  office   was   absent  without   leave 
(AWOL)  beginning  in  February  1992  but  received  paychecks  totaling  $17,000 
through  September  1992.  The  individual  surrendered  to  authorities  in  May 
1993. 
— A  soldier  was  separated  from  active  duty  in  May  1992,  but  in  August  1992,  pay- 
roll records  were  improperly  changed  to  show  that  the  soldier  was  in  an  active 
status,  entitled  to  retroactive  pay  beginning  in  January  1992.  A  check  for  about 
$10,000  was  issued  to  for  backpay,  and  regular  paychecks  were  issued  to  this 
individual  until  the  account  was  suspended  in  January  1993.  As  of  May  1993, 
the  individual  owed  the  government  $11,440. 
Question  7.  Army  appears  to  have  a  continuing  problem  in  reporting  and  account- 
ing for  military  equipment — I  can  remember  this  issue  from  our  hearing  last  Au- 
gust. What  is  the  extent  of  the  problem,  what  impact  does  it  have  on  readiness,  and 
have  we  seen  improvements  from  last  year? 

Answer.  Equipment,  such  as  weapon  systems,  represents  the  Army's  largest  re- 
source investment  in  physical  assets,  with  a  reported  value  of  over  $117  billion  at 
the  end  of  fiscal  year  1992.  Consequently,  maintaining  effective  controls  and  reliable 
reporting  for  this  large  investment  is  critical.  Weak  controls  over  Army's  equipment 
has  been  a  long-standing  problem,  which  has  been  documented  since  at  least  1982. 
In  addition,  as  discussed  in  our  testimony,  Army  did  not  maintain  reliable  informa- 
tion on  the  types,  quantities,  and  locations  of  its  equipment.  Because  this  informa- 
tion is  used  for  decisions  regarding  additional  purchases,  distribution  of  equipment 
to  units,  and  deployment,  readiness  may  be  impaired. 

DoD  and  the  Army  have  efforts  either  planned,  or  underway  to  address  weak- 
nesses in  accounting  for  and  controlling  this  large  investment  in  equipment.  More 
specifically,  DoD  has  an  effort  underway  to  improve  asset  visibility  information  in 
the  Army's  central  logistics  system.  According  to  the  Army,  its  efforts  have  resulted 
in  an  increase  in  the  rate  of  agreement  between  the  central  logistics  system  and  the 
supporting  records  maintained  by  Army  units  holding  the  equipment,  from  80  per- 
cent in  1991  to  95  percent  at  the  end  of  fiscal  year  1992.  However,  since  1989  the 


319 

Army  reported  in  its  Federal  Managers'  Financial  Integrity  Act  annual  assurance 
statement  that  the  extent  of  disagreement  between  unit  equipment  records  and 
equipment  quantities  actually  on  hand  represented  a  material  weakness.  Therefore, 
increases  in  agreement  between  the  two  sets  of  records  would  not  necessarily  result 
in  similar  increases  in  the  accuracy  of  recorded  equipment  actually  on  hand.  DoD 
plans  also  call  for  the  integration  of  its  property  and  financial  accountability  sys- 
tems as  part  of  its  Corporate  Information  Management  (CIM)  initiative.  However, 
as  discussed  in  our  August  1992  report,1  improvements  under  CIM  cannot  reason- 
ably be  expected  for  several  more  years. 

Question  8.  Mr.  Bowsher,  there  is  some  concern  that  DoD  refused  to  allow  the 
Army  to  account  for  unfunded  future  liabilities  in  the  area  of  environmental  restora- 
tion and  cleanup,  as  required  by  most  standard  accounting  procedures.  What  is  your 
opinion  of  the  appropriateness  of  including  such  liabilities  in  the  financial  state- 
ment? My  understanding  is  that  for  fiscal  year  1993  the  Army  will  include  such  li- 
abilities only  as  a  footnote.  Does  that  meet  auditing  standards  and  is  it  sufficient? 

As  regards  the  Army,  what  is  the  potential  liability  that  we  are  talking  about? 

Answer.  As  discussed  in  note  1  to  the  Principal  Statements,  the  Army  has  in- 
curred liabilities  for  environmental  cleanup,  chemical  weapon  demilitarization,  ra- 
dioactive waste  disposal,  and  workforce  downsizing  contingencies  of  between  $24  bil- 
lion and  $32  billion.  DoD  policy  requires  that  a  loss  be  reported  in  the  financial 
statements  if  it  is  probable  that,  (1)  as  of  the  date  of  the  financial  statements,  a 
liability  has  been  incurred  and  (2)  the  amount  of  the  liability  can  be  reasonably  esti- 
mated. Pursuant  to  this  policy,  Army  initially  made  adjusting  entries  to  reflect  a 
$24  billion  liability.  However,  DoD  subsequently  instructed  the  Army  to  reverse 
these  adjusting  entries. 

DoD's  instruction  to  Army  to  reverse  these  entries  was  contrary  to  generally  ac- 
cepted accounting  principles  and  its  own  policy,  and  we  continue  to  believe  that 
Army  has  a  significant  liability  that,  unless  conditions  change,  should  be  reported 
in  its  Statement  of  Financial  Position  for  fiscal  year  1993. 

Question  9.  What  is  your  opinion  on  the  consolidation — now  while  on  hold,  the 
pending  consolidation — of  the  services'  finance  and  accounting  activities  into  the  De- 
fense Finance  and  Accounting  Service.  In  your  view  is  there  sufficient  leadership 
and  coordination  to  make  this  consolidation  successful?  What  trouble  spots  have 
your  audit  teams  found  between  DFAS  and  the  services? 

One  of  the  problems  now  with  DFAS  on  the  scene  is  that  I  think  the  services  tend 
more  readily  to  blame  DFAS  when  problems  come  up  because  they  often  no  longer 
have  the  people  or  systems  themselves  to  resolve  complaints  and  handle  problems, 
like  Army  payroll.  Do  we  need  better  guidance  as  to  who  is  responsible  for  what? 
Do  you  have  recommendations? 

Answer.  Many  of  the  accounting  functions  for  the  military  services  have  already 
been  consolidated  under  DFAS,  and  thus  the  services'  financial  management  oper- 
ations are  now  heavily  dependent  upon  DoD  actions  and  leadership.  Although  DoD 
has  begun  long-range  initiatives  intended  to  fundamentally  change  the  Depart- 
ment's financial  management  systems  and  operation,  we  believe  these  actions  are 
not  being  undertaken  in  the  context  of  a  sufficiently  comprehensive,  coordinated 
strategic  plan. 

GAO  is  currently  reviewing  DFAS's  Information  Resource  Management  (IRM) 
planning.  Effective  IRM  planning  is  critical  to  successfully  implementing  the  DFAS 
consolidation.  Our  preliminary  findings  indicate  that  DFAS  lacks  an  overall,  com- 
prehensive IRM  plan  needed  to  achieve  a  standard  set  of  systems,  using  standard 
definitions  of  data.  . 

Nonetheless,  DFAS  has  made  progress  in  its  IRM  efforts.  Interim  systems  have 
been  selected  to  achieve  standardization  in  several  functional  areas,  and  plans  are 
in  place  to  implement  these  systems.  In  addition,  DFAS  is  beginning  to  define  the 
requirements  for  a  single  DoD-wide  finance  and  accounting  system  which  would  ul- 
timately replace  interim  systems.  However,  DoD  needs  to  develop  comprehensive 
plans  for  moving  from  the  interim  systems  to  its  ultimate  finance  and  accounting 
system 

We  also  share  your  concern  over  whether  the  consolidation  of  DoD's  finance  and 
accounting  operations  under  DFAS  will  further  complicate  establishing  accountabil- 
ity for  resolving  complaints  and  handling  problems.  DoD  did  issue  a  'Financial 
Management  Responsibilities"  memo  on  September  25,  1992,  which  set  out  in  gen- 
eral terms  the  DoD  Comptroller/CFO,  DFAS,  and  DoD  component  responsibilities. 
In  summary,  memo  provided  that 


1  Financial  Management:  Immediate  Actions  Needed  to  Improve  Army  Financial  Operations 
and  Controls  (GAO/AFMD-92-82,  August  7,  1992). 
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— the  DoD  Comptroller/CFO  is  responsible  for  promulgating  financial  manage- 
ment policies, 
— DFAS  is  responsible  for  (1)  developing  and  promulgating  the  procedures  to  im- 
plement those  policies  and  (2)  operating  and  maintaining  the  financial  systems, 
including  the  integrity  of  financial  data  after  they  are  entered  in  the  financial 
systems,  and 
— the  DoD  components  are  responsible  for  adhering  to  the  established  policies  and 
procedures  and  for  the  accuracy  of  the  information  entered  into  the  financial 
systems. 
However,  as  of  May  1993,  we  found  that  Army  and  DFAS  had  not  yet  established 
specific  roles,  responsibilities,  and  relationships  between  Army  and  DFAS  personnel. 
As  a  result,  controls  over  financial  information  reported  for  the  Army  were  ad- 
versely affected.  For  example,  the  lack  of  clear  delineation  of  duties  was  responsible 
in  part  for  problems  in  controls  over  real  property  and  payroll.  Specifically,  we 
found  that  it  was  not  clear  whether  DFAS  or  the  Army  had  the  necessary  authority 
and  responsibility  to  reconcile  DFAS's  real  property  accounting  records  with  the 
Army's  detailed  supporting  records.  We  also  found  that  neither  DFAS  nor  the  Army 
was  clearly  accountable  for  performing  the  research  necessary  to  reconcile  payroll 
records  with  personnel  records  to  ensure  that  payroll  disbursements  were  proper. 
Consequently,  we  have  continued  to  recommend  that  the  DoD  CFO  revise  existing 
policies  and  procedures  to  more  clearly  delineate  the  roles  of  the  various  DoD  and 
Army  organizations  with  respect  to  their  responsibilities  for  carrying  out  financial 
management  operations  for  the  Army. 


WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  JACKIE  R.  CRAWFORD 

AND  THE  RESPONSES 

Question  1.  Mr.  Crawford,  this  is  now  the  third  audit  of  the  Air  Force  completed 
in  five  years.  In  your  opinion,  what  progress  should  the  Air  Force  have  been  able 
to  make  in  that  time,  and  how  successful  have  they  been  in  handling  corrective  ac- 
tions and  making  financial  management  improvements? 

Answer.  The  Department  of  Defense  has  faced  significant  challenges  and  exten- 
sive restructuring  during  the  past  five  years.  For  the  Air  Force,  making  financial 
management  improvements  in  the  rapidly  changing  DoD  environment  has  presented 
a  tremendous  challenge.  Since  the  GAO  performed  its  first  financial  audit  of  the  Air 
Force,  the  following  major  events  have  taken  place: 

— Downsizing/restructuring  of  DoD  and  the  Air  Force 

— Operations  Desert  Shield/Storm 

— Consolidation  of  systems  development  under  the  Corporate  Information  Man- 
agement (CIM)  initiative 

— Implementation  of  the  Defense  Business  Operations  Fund  (DBOF) 

— Capitalization  of  the  Air  Force  accounting  and  finance  activities  into  the  De- 
fense Finance  and  Accounting  Service  (DFAS) 

— Changes  in  prescribed  form  and  content  for  financial  statements 

— Continuous  uncertainty  regarding  DFAS  center  locations 
These  changes  have  significantly  impacted  the  ways  the  Air  Force  had  planned 
to  improve  financial  systems.  For  example,  before  DoD  financial  management  re- 
structuring began,  the  Air  Force  had  a  system  development  effort  under  way  known 
as  the  Base  Level  Accounting  and  Reporting  System  (BLARS),  which  was  intended 
to  provide  a  much-needed  transaction-driven  general  ledger.  However,  the  BLARS 
effort  was  terminated  because  of  the  accounting  and  finance  consolidation  and  the 
CIM  initiative. 

The  Air  Force  has  implemented  several  positive  initiatives  to  improve  financial 
management  despite  the  extensive  restructuring.  For  example,  the  Financial  Inven- 
tory Accounting  and  Billing  System  (FIABS)  was  implemented  in  October  1992  to 
provide  more  accurate  inventory  data  and  more  accurate  and  timely  billing  data  to 
Supply  Management  Business  Area  customers.  The  Standard  Base  Supply  System 
(SBSS)  was  modified  in  October  1992  to  track  sales  of  Supply  Management  Repara- 
ble Support  Division  items.  Also,  management  has  begun  implementing  percentage 
of  completion  accounting  for  the  Depot  Maintenance  Business  Area  revenues. 

In  general,  however,  we  are  seeing  delays  in  desired  improvements  in  the  systems 
supporting  Air  Force  financial  processes  due  to  the  changing  DoD  financial  manage- 
ment environment.  Many  of  these  improvements  are  beyond  the  control  of  the  Air 
Force  or  any  individual  military  service.  However,  over  the  longer  run,  even  greater 
benefits  are  expected  from  DoD's  current  plan  to  standardize  financial  systems 
across  the  Department. 
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Because  of  the  events  of  the  past  five  years,  the  Air  Force  has  been  only  mod- 
erately successful  in  handling  corrective  actions  and  making  financial  management 
improvements.  In  response  to  prior  GAO  audits  and  during  the  course  of  our  audits, 
the  Air  Force  initiated  actions  to  address  many  of  the  accuracy  and  reporting  prob- 
lems highlighted  through  these  audits.  To  illustrate,  during  our  General  Fund  au- 
dits we  identified  approximately  $40.7  billion  of  adjustments  needed  to  improve  the 
accuracy  and  presentation  of  the  Air  Force's  consolidated  financial  statements.  The 
DFAS-Denver  Center  and  the  Air  Force  made  about  $30.7  billion  of  these  adjust- 
ments. The  remaining  adjustments  of  $10  billion  relating  to  receivables;  inventory 
not  held  for  sale;  and  property,  plant,  and  equipment  were  not  made  because  of  the 
long  lead  time  required  to  publish  the  financial  statements. 

DoD  has  ongoing,  longer-range  programs  to  improve  accounting  systems.  Once 
these  systems  are  in  place  and  the  problems  we  are  reporting  are  corrected,  the  Air 
Force  should  be  capable  of  achieving  more  effective  financial  control  over  its  assets, 
as  well  as  producing  more  reliable  financial  statements.  We  plan  to  continue  provid- 
ing audit  assistance  as  the  DoD  and  Air  Force  implement  improved  financial  sys- 
tems. However,  establishing  effective  systems  will  require  considerable  time  and 
cost;  so  we  expect  it  will  be  several  years  before  we  can  issue  an  unqualified  opinion 
on  the  Air  Force  financial  statements. 

Question  2.  Mr.  Crawford,  what  corrective  actions  do  you  request  in  your  audit 
report  that  the  Air  Force  make,  and  what  plans  do  you  have  for  tracking  and  testing 
those  corrective  actions? 

Answer.  AFAA's  audit  of  the  Fiscal  Year  1992  Air  Force  financial  statements  re- 
sulted in  7  reports  disclaiming  opinions  on  the  audited  statements,  and  33  support- 
ing reports  addressing  needed  improvements  to  policies,  procedures,  and  systems. 
Specifically,  the  reports  addressed  account  balance  inaccuracies,  internal  control 
weaknesses,  and  noncompliance  with  various  laws  and  regulations.  In  the  support- 
ing reports,  we  made  over  140  recommendations  to  Air  Force  and  the  Defense  Fi- 
nance and  Accounting  Service  to  correct  these  problems.  All  of  the  recommendations 
will  be  entered  in  the  Air  Force  or  DoD  Followup  Tracking  Systems.  Management 
will  provide  quarterly  updates  until  they  have  completed  all  actions  relative  to  each 
recommendation.  AFAA  will  conduct  followup  audits  to  ensure  actions  were  taken 
and  the  actions  corrected  the  conditions  noted.  Because  of  the  large  number  of  rec- 
ommendations resulting  from  our  CFO  work,  we  will  also  initiate  a  special  audit 
project  to  evaluate  the  status  of  management  actions  taken  in  response  to  our  rec- 
ommendations, as  well  as  prior  recommendations  made  by  GAO. 

Question  3.  As  I  mentioned  in  my  opening  statement,  many  of  the  problems  that 
have  been  identified  in  Air  Force's  financial  statements  require  long  range  solutions, 
but  what  are  some  of  the  steps  that  the  Air  Force  can  take  now? 

Answer.  As  previously  discussed,  many  solutions  to  Air  Force  and  DoD  financial 
management  problems  are  long  range.  However,  many  of  our  recommendations  pro- 
vide for  interim  solutions  that  will  help  the  Air  Force  achieve  improved  financial 
management  in  the  short  term.  For  example: 

INVENTORY  DATA.  The  $24.98  billion  of  inventories  not  held  for  sale  account  bal- 
ance included  errors  totaling  at  least  $7.52  billion.  We  concluded  these  errors 
would  not  have  occurred  if  management  had  obtained  inventory  values  from  an 
existing  Air  Force-wide  inventory  system  providing  more  accurate  and  complete 
data.  We  recommended  the  following  short-term  solutions: 

(1)  Upgrade  selected  inventory  systems. 

(2)  Use  the  upgraded  inventory  systems  to  compile  account  balances  tor  in- 
ventories not  held  for  sale  on  the  Air  Force  statement  of  financial  position. 
Military  Equipment  Data.  We  could  not  determine  the  accuracy  of  the  Air- 
craft, Satellite,  Missile,  and  Engine  account  balances  because  the  Air  Force  does 
not  have  a  financial  accounting  system  designed  to  accumulate,  account  for,  and 
report  the  acquisition  costs  of  these  assets,  which  were  reported  at  $140.2  billion 
in  the  Fiscal  Year  1992  financial  statements.  We  do  not  believe  the  Air  Force  will 
be  able  to  comply  with  current  government  accounting  standards  within  the  fore- 
seeable future.  However,  we  recommended  several  corrective  actions  which  rep- 
resent short  term  improvements  to  military  equipment  asset  account  accuracy: 

(1)  Update  the  equipment  inventory  database  to  include  omitted  items  identi- 
fied during  our  audit.  . , 

(2)  Update  the  database  to  delete  terminated  items  identified  during  our 

audit. 

(3)  Improve  existing  procedures  for  changing  inventory  data. 

(4)  Where  possible,  accumulate,  account  for,  and  report  the  acquisition  cost 
of  military  equipment. 

(5)  Implement  strengthened  internal  controls  to  enhance  support  documenta- 
tion and  approval  for  accounting  adjustments. 
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(6)  Better  maintain  subsidiary  records  that  provide  the  detailed  support  for 
accounting  entries. 

(7)  Properly  identify  and  value  assets  (property,  plant,  and  equipment)  to  im- 
prove inventory  accounts. 

To  date,  the  Air  Force  has  taken  several  actions  to  improve  financial  manage- 
ment, including: 

(1)  Adjusting  financial  records  as  a  result  of  audit  findings. 

(2)  Revising  several  Air  Force  regulations  to  provide  policies  and  procedures 
for  improved  financial  management. 

(3)  Conducting  widespread  training  of  accounting  personnel  at  all  levels  on 
improved  financial  management. 

Question  4.  Mr.  (J-awford,  your  audit  report  indicates  that  at  6  of  19  installations 
you  reviewed,  the  required  reconciliations  between  civilian  pay  and  personnel 
records  were  not  completed.  This  could  mean  that  the  Air  Force  does  not  know 
whether  payments  being  made  by  the  civilian  payroll  system  are  being  made  only 
to  individuals  entitled  to  be  paid — a  situation  potentially  similar  to  what  GAO  found 
regarding  the  Army's  military  payroll  system.  What  steps  has  your  agency — or  Air 
Force  management  or  DFAS  or  whomever — taken  to  determine  if  reconciliations  in 
civilian  payroll  have  been  made  and  investigations  done?  Is  there  a  similar  problem? 
If  so,  how  big  is  it? 

Answer.  Our  review  of  the  civilian  payroll  process  disclosed  that  an  adequate  sys- 
tem of  internal  controls  had  been  designed  to  provide  reasonable  assurance  that 
only  authorized  personnel  are  paid,  and  that  pay  and  related  accruals  are  accurately 
calculated.  The  existing  regulatory  guidance  calls  for  proper  authorizations  of  pay, 
separation  of  key  duties,  and  periodic  reconciliations  of  pay  to  personnel  records.  Al- 
though the  design  of  the  internal  control  system  was  sound,  six  locations  had  not 
effectively  implemented  the  required  reconciliation  controls. 

At  each  location  where  reconciliations  had  not  been  accomplished,  installation 
management  concurred  with  our  recommendations  to  immediately  institute  the  rec- 
onciliation process  and  correct  the  minor  discrepancies  we  identified  in  the  pay  and 
personnel  records  we  examined. 

Regarding  the  potential  existence  of  problems  similar  to  those  found  with  the 
Army  payroll  system,  we  detected  some  minor  errors;  but  we  found  nothing  which 
led  us  to  believe  there  were  widespread  discrepancies  in  the  payroll  process  or  that 
unauthorized  personnel  were  being  paid.  Please  note,  however,  that  the  objectives 
of  an  internal  control  structure  include  providing  management  with  reasonable,  but 
not  absolute,  assurance  that  assets  are  safeguarded  against  loss  from  unauthorized 
use  or  disposition. 

In  addition  to  the  corrective  actions  taken  at  specific  locations,  both  Air  Force  and 
DFAS  management  personnel  have  agreed  with  our  recommendation  to  have  Air 
Force  major  commands  implement  oversight  actions  to  ensure  that  periodic  rec- 
onciliations of  pay  to  personnel  records  are  accomplished. 

Further,  during  our  audit  of  the  Fiscal  Year  1993  Air  Force  general  fund,  we  will 
again  test  the  adequacy  of  controls  over  civilian  pay,  and  ensure  the  appropriate 
corrective  actions  have  been  implemented  in  response  to  both  AFAA  and  GAO  rec- 
ommendations. 

Question  5  In  your  audit,  did  you  determine  if  the  Air  Force  was  performing  these 
reconciliations  with  the  military  payroll/personnel  records? 

Answer.  Air  Force  procedures  require  an  automated  semiannual  reconciliation  of 
selected  data  elements  contained  in  both  military  pay  and  personnel  records.  During 
our  audit  of  the  Fiscal  Year  1992  Air  Force  financial  statements,  we  found  that  the 
required  reconciliations  were  being  performed  and  discrepancies  investigated.  Fur- 
ther, our  audit  included  reconciliations  of  military  pay  to  personnel  records.  We 
found  no  significant  discrepancies  between  the  two  sets  of  data.  As  was  the  case 
with  civilian  pay,  a  system  of  internal  controls  had  been  designed  to  provide  reason- 
able, but  not  absolute,  assurance  that  only  authorized  personnel  were  paid  and  that 
pay  and  related  accruals  were  properly  calculated. 

We  will  again  test  the  effectiveness  of  controls  over  military  pay  during  our  audit 
of  the  Fiscal  Year  1993  Air  Force  general  fund  and  make  recommendations  for  cor- 
rective actions  where  appropriate. 

Question  6.  Mr.  Crawford,  since  your  report  on  the  embezzlement  at  Reese  Air 
Force  Base,  what  other  work  has  been  done  to  determine  whether  the  same  situa- 
tion existed  at  other  bases?  What  did  you  find? 

Answer.  We  surveyed  payment  controls  at  41  bases  and  completed  detailed  audits 
at  25  bases.  Our  audits  did  not  reveal  any  similar  instances  of  fraud;  however,  we 
did  find  varying  degrees  of  internal  control  weaknesses  in  the  payment  process. 
These  weaknesses  were  in  the  areas  of  (a)  separation  of  payment  voucher  prepara- 
tion and  certification  duties,  (b)  supervisory  oversight  of  accounting  system  inputs, 
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and  (c)  verification  of  check  payee  mailing  addresses.  The  Director,  Defense  Finance 
and  Accounting  Service-Denver  Center  (DFAS-DE)  has  already  taken  preliminary 
action  to  rectify  problems  with  the  separation  of  payment  voucher  preparation  and 
certification  duties,  and  the  supervisory  oversight  of  accounting  system  inputs.  We 
are  currently  preparing  our  report  and  will  make  recommendations  to  strengthen 
controls  over  the  verification  of  check  payee  mailing  addresses,  as  well  as  make  ad- 
ditional recommendations  to  further  strengthen  internal  controls  for  the  other  noted 
weaknesses. 

Question  7.  Are  the  steps  taken  by  Air  Force  sufficient  to  ensure  that  this  sort 
of  vast  undetected  fraud  never  happens  again? 

Answer.  As  you  are  aware,  the  Defense  Finance  and  Accounting  Service  (DFAS) 
capitalized  all  of  the  Air  Force  accounting  and  finance  offices.  Consequently,  DFAS 
is  now  primarily  responsible  for  actions  needed  to  strengthen  inte*rnal  controls  relat- 
ed to  disbursements.  After  analyzing  the  internal  control  breakdown  that  allowed 
the  Reese  AFB  fraud  to  occur,  we  issued  a  memorandum  in  February  1993,  to  the 
Director,  Defense  Finance  and  Accounting  Service-Denver  Center  (DFAS-DE),  rec- 
ommending immediate  actions  needed  to  avoid  similar  occurrences  at  other  bases. 
Specifically,  we  made  recommendations  to  strengthen  internal  controls  over  (a)  sep- 
aration of  payment  voucher  preparation  and  certification  duties,  (b)  supervisory 
oversight  of  accounting  systems  inputs,  and  (c)  the  quality  check  process.  The  Direc- 
tor, DFAS-DE  promptly  responded  with  a  series  of  messages,  in  March  and  April 
1993,  to  all  defense  accounting  offices  at  Air  Force  installations  directing  implemen- 
tation of  our  recommendations.  Further,  we  are  currently  summarizing  the  results 
of  our  Air  Force-wide  payment  review.  We  outbriefed  the  results  of  that  review  to 
DFAS  management  and  they  were  receptive  to  the  additional  recommendations  we 
are  developing.  If  the  internal  controls  DFAS  is  establishing  are  effectively  imple- 
mented, we  believe  this  type  of  fraud  can  be  avoided. 

Question  8.  Mr.  Crawford,  your  report  on  compliance  with  laws  and  regulations 
indicates  that  the  Air  Force  is  in  noncompliance  with  Federal  Manager's  Financial 
Integrity  Act  (FMFIA).  Based  upon  Air  Force  management's  response,  there  appears 
to  be  some  tension  between  Air  Force  Audit  and  Air  Force  management  regarding 
the  Service's  compliance  with  FMFIA.  Can  you  explain  your  findings,  and  also  dis- 
cuss the  reason  for  any  disagreement? 

Answer.  Our  audit  work  on  FMFIA  issues  was  divided  into  two  parts.  One  audit 
project  addressed  internal  controls,  commonly  referred  to  as  Section  2  issues,  while 
a  second  audit  project  focused  on  accounting  systems,  commonly  referred  to  as  Sec- 
tion 4  issues. 

While  we  reported  a  number  of  compliance  problems  in  our  Section  2  audit  of  in- 
ternal controls,  Air  Force  management  had  no  significant  disagreement  with  our 
findings  or  recommended  corrective  actions  in  the  FMFIA  Section  2  report.  To  the 
contrary,  management  has  reported  aggressive  corrective  actions  under  way  to  cor- 
rect the  reported  problems.  . 

Regarding  Section  4  issues,  DFAS  and  Air  Force  management  have  stated  their 
disagreement  with  some  of  our  conclusions  regarding  which  systems  should  and 
should  not  be  included  in  the  inventory  of  accounting  systems.  In  the  past,  manage- 
ment has  classified  some  systems  which  provide  significant  financial  information 
into  the  financial  statements  as  "feeder  systems,"  and  therefore  not  subject  to  Sec- 
tion 4  reviews.  Because  these  feeder  systems,  taken  together,  account  for  nearly  half 
of  all  Air  Force  assets,  we  believe  they  should  be  subjected  to  the  Section  4  reviews 
as  required  by  FMFIA.  We  agree  with  management,  however,  that  identifying  what 
is  and  what  is  not  an  accounting  system  requires  professional  judgment,  and  that 
reasonable  individuals  may  disagree.  We  are  continuing  to  work  with  management, 
and  expect  early  resolution  of  our  differences  in  this  area. 

WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  ROBERT  J.  LIEBERMAN 

AND  THE  RESPONSES 

Question  1.  Mr.  Lieberman,  in  your  opinion,  is  DoD  reacting  properly  to  indica- 
tions of  Antideficiency  Act  violations?  Can  you  give  us  some  details?  What  action 
must  the  Congress  take  to  compel  appropriate  action? 

Answer.  For  the  most  part,  the  investigative  measures  called  for  in  DoD  Directive 
7200.1  are  instituted  within  a  reasonable  time  after  an  apparent  violation  is  dis- 
closed and  competent  personnel  are  assigned  to  the  reviews.  The  process  loses  a  cer- 
tain degree  of  credibility,  however,  because  of  its  inordinate  slowness  and  the  well 
known  fact  that  the  criminal  sanctions  in  the  Antideficiency  Act  statutes  have  never 
been  applied.  The  DoD  cannot  control  the  attitudes  of  prosecutors  toward 
Antideficiency  Act  violations,  of  course,  but  the  relatively  lenient  administrative 
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penalties  generally  meted  out  by  the  DoD  components  do  not  constitute  much  of  a 
deterrent.  It  is  paradoxical  that  the  need  to  assure  extra  attention  to  due  process 
and  full  legal  review,  because  of  the  potential  criminal  penalties,  is  accepted  as  valid 
cause  for  investigations  lasting  for  years,  yet  none  have  ever  resulted  in  criminal 
prosecution  and  most  end  with  minor  administrative  sanctions,  if  any. 

In  1984  and  1991  the  Office  of  the  Inspector  General,  DoD,  brought  the  question 
of  how  Antideficiency  Act  violations  were  handled  to  the  attention  of  the  Office  of 
the  Comptroller,  DoD.  We  pointed  out  in  1991  that  the  reporting  of  apparent  viola- 
tions to  the  Comptroller  was  spotty,  since  84  cases  identified  by  Army,  Navy,  and 
Air  Force  auditors  between  October  1987  and  June  1990  were  not  reported.  We  also 
noted  that  processing  times  ranged  up  to  seven  years  and  only  mild  penalties  were 
usually  levied.  The  Comptroller  agreed  that  a  more  disciplined  process  was  needed, 
but  asserted  that  primary  responsibility  ought  to  remain  with  the  Military  Depart- 
ments and  Defense  Agencies.  Currently  the  DFAS  tracks  the  status  of  ongoing  in- 
vestigations, but  we  are  not  aware  of  any  actual  investigative  effort  on  their  part 
or  any  attempt  to  push  lagging  reviews  along  or  provide  trend  analysis. 

I  have  considerable  doubts  about  the  practicality  of  the  DoD  Directive  7200.1  pro- 
cedures when  senior  officials  and  high  profile  programs  are  involved.  In  such  cases, 
active  involvement  to  include  conduct  of  the  investigation  by  the  OSD  staffs  or  the 
Office  of  the  Inspector  General  would  alleviate  the  appearance  of  undue  command 
influence. 

Regarding  possible  congressional  action,  it  would  be  helpful  if  committees  or  mem- 
bers expressed  an  explicit  interest  in  how  many  apparent  violations  are  surfacing, 
how  effectively  they  are  being  investigated,  what  kinds  of  penalties  are  being  levied, 
what  caused  the  violations  and  what  is  being  done  to  avoid  future  violations.  Such 
information  could  be  provided  by  the  Comptroller  or  Chief  Financial  Officer  in  hear- 
ings, special  reports,  or  the  annual  DoD  assurance  report  on  internal  controls.  I  do 
not  think  that  amending  the  Antideficiency  Act  is  necessary,  but  it  would  be  helpful 
for  the  DoD  and  Congress  jointly  and  regularly  to  assess  the  Department's  compli- 
ance with  these  laws,  which  are  fundamental  to  financial  management  in  the  Fed- 
eral Government. 

Question  2.  I  understand  that  the  Department  is  considering  breaking  out  the 
CFO  position  from  that  of  the  Comptroller,  and  that  the  CFO  may  be  located  at  a 
lower  position  in  the  command  chain,  and  without  direct  line  authority  to  the  Sec- 
retary of  Defense.  Do  you  have  an  opinion  on  this  shift,  and  how  it  would  impact 
the  Department?  How  should  the  Comptroller  and  CFO  positions  be  structured,  in 
your  opinion? 

Answer.  Secretary  Aspin  prefers  a  smaller  span  of  control  than  his  predecessors 
did  and  he  has  reorganized  the  OSD  under  four  under  secretaries.  We  understand 
that  the  CFO  would  not  head  the  comptroller  "cluster,"  but  would  be  able  to  report 
directly  to  the  Secretary  of  Defense  on  financial  management  matters. 

Previously,  the  Comptroller  also  held  the  title  of  CFO  and  that  arrangement  was 
probably  closer  to  what  is  envisioned  under  the  CFO  Act.  Nevertheless,  the  different 
structure  does  not  mean  that  fiscal  issues  will  be  shortchanged.  On  the  contrary, 
the  formation  of  a  financial  management  oversight  committee  chaired  by  the  Deputy 
Secretary  of  Defense  is  a  welcome  sign  that  financial  issues  will  be  brought  to  senior 
managers'  attention  on  a  regular  basis.  The  CFO  should  be  an  active  player  in  that 
forum  and  we  intend  to  use  it  as  another  vehicle  for  presenting  financial  issues  and 
problems  to  senior  managers.  The  IG  is  a  permanent  observer  on  the  council. 

Regardless  of  the  organizational  placement  of  the  CFO,  it  is  urgent  that  both  the 
Comptroller  and  CFO  positions  be  filled  soon. 

Question  3.  Mr.  Lieberman,  based  on  your  audit  findings,  can  Congress  or  the 
Pentagon  have  any  assurance  of  the  credibility  of  DBOF?  DBOF  was  supposed  to 
save  us  some  money  by  focusing  on  cost  and  improving  efficiencies.  Do  you  have  any 
evidence  that  this  has  happened  yet? 

Answer.  The  creditability  of  any  fund's  management  is  shaken  when  the  auditors 
have  to  disclaim  an  opinion  on  that  fund's  financial  statement  and  to  report  numer- 
ous internal  control  weaknesses  and  noncompliances,  as  we  did  for  DBOF  this  year. 
Having  made  that  point,  it  would  be  unfair  not  to  point  out  that  the  inability  to 
produce  auditable  financial  statements  applies  to  most  DoD  funds  at  this  time.  In 
fact,  most  of  the  funds  that  were  subsumed  into  DBOF  had  the  same  problems  that 
are  now  being  highlighted  because  DBOF  has  to  submit  financial  statements  for 
audit,  whereas  they  did  not.  The  financial  reporting  problems,  internal  control 
weaknesses  and  noncompliances  can  be  fixed,  given  sustained  efforts. 

Regarding  DBOF  savings,  I  believe  the  Odeen  Panel  was  probably  correct  in  con- 
cluding in  its  recent  report  to  the  Secretary  of  Defense  that  there  are  too  many  fac- 
tors at  work  to  allow  precise  estimating  and  tracking  of  savings  from  individual  De- 
fense Management  Review  initiatives  like  DBOF.  Given  the  startup  problems,  it 
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may  well  be  that  DBOF  has  so  far  cost  more,  not  less,  to  administer.  However,  I 
agree  with  the  GAO  assessment  that  the  Department  deserves  credit  for  risking 
bold  action.  The  goal  is  to  drive  down  overhead  costs  by  creating  market  forces  to 
change  the  behavior  of  DoD  officials  who  provide  or  use  DoD  services  and  goods. 
In  my  opinion,  the  DBOF  will  have  to  be  in  place  several  years  before  its  impact 
on  DoD  management  culture  and  progress  toward  its  laudable  goal  can  be  reason- 
ably assessed.  At  the  present  early  stage,  there  is  no  assurance  that  DBOF  pricing 
is  closely  enough  related  to  true  cost  to  enable  managers  to  make  sound  decisions 
when  purchasing  DBOF  goods  and  services.  Even  more  fundamentally,  there  are  too 
few  alternative  sources  for  those  goods  and  services.  If  a  DBOF  supplier  has  a  mo- 
nopoly, making  the  customer  bear  the  full  cost  of  the  product  may  produce  some 
limited  pressure  from  that  customer,  in  the  form  of  complaints  about  the  price.  But 
the  orders  will  keep  coming.  If  the  customer  has  alternative  sources  for  the  product, 
on  the  other  hand,  the  supplier's  motivation  to  be  more  efficient  and  competitive  is 
vastly  increased.  Unfortunately,  the  latter  situation  is  not  the  case  in  many  of  the 
areas  covered  by  DBOF.  It  remains  to  be  seen  how  much  competition  will  be  al- 
lowed. 

In  summary,  the  DBOF  needs  considerable  refinement  and  a  chance  to  take  hold 
before  its  savings  potential  can  be  realized.  We  are  currently  advising  and  observing 
a  very  comprehensive  review  of  DBOF  operations  by  the  OSD  staff  and  the  Services. 
Hopefully,  that  review  will  result  in  a  candid  report  and  wide  ranging  but  practical 
recommendations.  If  there  is  sustained  demonstrated  interest  and  involvement  by 
senior  DoD  managers,  an  aggressive  effort  stemming  from  that  review  ought  to  bol- 
ster DoD  credibility  concerning  DBOF.  We  are  also  hopeful  that  management  will 
react  promptly  and  constructively  to  audit  findings  as  we  expand  our  oversight  ef- 
forts regarding  DBOF. 


WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  ALBERT  V.  CONTE  AND 

THE  RESPONSES 

Question  1.  Mr.  Conte,  both  the  Air  Force  and  the  Army  have  received  audits  crit- 
ical of  their  financial  operations  and  systems  along  with  recommended  corrective  ac- 
tions. Does  the  Navy  have  an  action  plan  and  a  coordinated  approach  to  pro-actively 
find  and  correct  many  of  the  same  problems  that  undoubtedly  are  to  be  found  in 
Navy  financial  management? 

Answer.  We  agree  that  many  of  the  deficiencies  that  were  identified  in  the  audits 
of  the  Air  Force  and  Army  are  present  in  the  Navy  today.  The  Air  Force  and  Army 
audits  have  caused  us  to  review,  with  a  critical  eye,  our  internal  policies  and  proce- 
dures. The  solution  to  so  many  of  the  issues  identified  in  the  audits  and  present 
in  the  Navy  is  the  implementation  of  an  integrated  logistics  and  financial  system. 
The  Navy  has  long  recognized  this  issue,  and  prior  to  the  DOD  CIM  initiative  was 
moving  toward  systems  which  address  this  concern.  Although  the  DOD  CIM  initia- 
tive has  changed  our  ability  to  independently  design  and  develop  systems,  we  are 
working  with  the  Defense  Finance  and  Accounting  Service  (DFAS)  to  encourage  the 
use  of  the  Navy  systems,  such  as  the  PX  series  financial  system  for  Inventory  Con- 
trol Points. 

Although  we  do  not  have  a  separate  plan  for  addressing  the  problems  uncovered 
by  the  Air  Force  and  Army  audits,  we  are  addressing  these  deficiencies  through 
management  initiatives,  DFAS  plans  for  accounting  improvements,  or  through  the 
results  of  our  own  internal  Naval  Audit  Service  reports.  We  see  the  real  issues  un- 
covered in  the  reports  as  centering  on  the  following  deficiencies: 

— Disconnects  between  financial  and  inventory  systems 

— Accounting  for  government  furnished  property 

— Inability  of  financial  systems  to  produce  reliable  reports 

— Excess  material  on  order/on  hand 

— Management  of  real  property 

— Lack  of  asset  visibility  impacting  requirements  computations. 
The  Navy  is  addressing  each  of  these  deficiencies  through  a  number  of  independ- 
ent initiatives.  Our  Inventory  Control  Points  are  focusing  on  improving  asset  visi- 
bility and  the  requirements  computations  through  a  dedicated  improvement  pro- 
gram. Our  audit  agencies  are  focusing  attention  on  real  property  management  and 
excess  material  on  hand/on  order.  Although  we  cannot  claim  that  these  deficiencies 
are  corrected,  we  believe  we  know  the  direction  we  must  move  in  to  improve  their 
overall  management. 
Question  1A.  Will  you  provide  this  committee  with  a  copy  of  your  action  plan? 
Answer.  As  mentioned  in  response  to  the  first  question,  although  we  do  not  have 
a  separate  plan  for  addressing  the  problems  uncovered  by  the  Air  Force  and  Army 
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audits,  we  are  addressing  the  deficiencies  through  management  initiatives,  enhance- 
ments to  existing  systems,  or  the  results  of  our  own  internal  Naval  Audit  Service 
reports. 

Question  2.  Mr.  Conte,  last  month  GAO  issued  a  report  that  found  that  the  sys- 
tem which  annually  accounts  for  nearly  $57  billion,  or  57  percent  of  the  Navy's  over- 
all budget,  contained  $12.3  billion  in  unmatched  disbursements.  Almost  $5  billion 
of  this  amount  had  been  unmatched  for  over  2  years.  As  I'm  sure  you  know,  failure 
to  properly  match  all  disbursements  with  related  obligations  creates  substantial  risk 
that  fraudulent  or  erroneous  payments  may  be  occurring  without  being  detected  or 
that  funds  may  be  spent  in  violation  of  appropriations  law.  What  is  the  Navy  doing 
to  resolve  the  $12.3  billion  in  unmatched  disbursements? 

Answer.  We  are  working  very  closely  with  the  DFAS  to  resolve  this  issue.  Many 
of  the  actions  are  dependent  on  agencies  outside  the  Navy.  Monthly  progress  meet- 
ings are  being  held  to  report  the  progress  in  reducing  the  current  unmatched  and 
address  systemic  solutions  to  the  causes.  These  monthly  sessions  are  chaired  by  the 
ASN  (FM).  Each  of  our  effected  management  commands  has  an  internal  action  plan 
which  they  are  tracking  and  report  on  monthly.  We  have  also  written  to  the  Com- 
mander of  the  Defense  Contract  Management  Command  requesting  assistance  in 
the  timely  submission  of  field  executed  contract  modifications.  These  contract  mods 
are  a  significant  contributor  to  the  overall  unmatched  disbursement  problem.  We 
have  recently  established  a  number  of  visits  to  field  sites  to  assess  compliance  with 
existing  guidance  and  to  provide  insight  into  specific  errors  occurring  at  these  activi- 
ties. 

Question  2A.  Can  you  supply  the  committee  with  an  action  plan  to  show  how  you 
are  resolving  this  issue? 

Answer.  We  have  developed  a  very  detailed  plan  of  action  for  all  the  offices/agen- 
cies involved  in  the  unmatched  disbursement  issue.  DFAS  has  also  developed  a  mas- 
ter plan  to  address  this  issue.  We  jointly  review  the  progress  of  this  plan  on  a 
monthly  basis.  We  intend  to  brief  this  plan  and  our  progress  to  the  committee  staff. 

Question  2B.  The  GAO,  in  its  report  on  the  subject,  seemed  to  think  that  your 
actions  would  not  address  the  root  causes  of  these  unmatched  disbursements.  Have 
you  resolved  this  issue  with  GAO  yet? 

Answer.  The  actions  that  we  are  taking  are  significantly  different  from  the  ap- 
proach we  planned  on  taking  at  the  time  of  the  original  response  to  GAO  was  devel- 
oped. We  are  sure  that  the  action  we  are  taking  is  both  responsive  to  the  concerns 
of  the  GAO  and  address  the  root  causes  of  the  problems.  We  are  not  only  resolving 
the  existing  unmatched  disbursements,  but  we  are  also  looking  at  each  of  the  activi- 
ties and  their  processes  to  determine  if/how  they  are  contributing  to  the  unmatched 
problem.  If  our  procedures  or  processes  require  change,  we  are  approaching  that 
issue  with  the  appropriate  organizations.  We  are  also  reviewing  our  internal  Navy 
method  of  writing  contracts  to  determine  if  our  current  procedures  have  the  unin- 
tended result  of  creating  unmatched  disbursements.  We  intend  to  address  this  issue 
with  acquisition  officials  if  necessary.  We  have  concurred  in  the  GAO  findings  and 
have  implemented  corrective  actions  which  we  believe  will  address  tide  systemic  is- 
sues. 


WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  JOHN  W.  BEACH  AND 

THE  RESPONSES 

Question  1.  Mr.  Beach,  in  testimony  before  this  Committee  in  February  1992,  the 
Air  Force  acknowledged  that  existing  accounting  systems  could  not  produce 
auditable  financial  statements.  The  current  audit  performed  by  the  Air  Force  Audit 
Agency  indicates  that  the  Air  Force  still  is  unable  to  produce  auditable  financial 
statements.  What  progress  has  been  made  in  producing  auditable  financial  state- 
ments? 

Answer.  Before  January  1990  the  Air  Force  had  full  responsibility  for  its  financial 
management  accounting  and  finance  operations.  At  that  time  the  GAO  had  proposed 
solutions  to  improve  our  financial  management  accounting  systems,  and  the  Air 
Force  initiated  actions  to  accomplish  improvements.  The  Department  of  Defense  rec- 
ognized that  financial  management  systems  problems  were  common  department- 
wide,  and  through  the  Defense  Management  Review  process  began  to  develop  de- 
partment-wide solutions.  Since  that  time  the  Air  Force  focus  shifted  from  that  of 
seeking  unilateral  solutions  to  the  financial  management  system  problems  to  that 
of  working  in  a  cooperative  effort  with  the  Department  of  Defense,  the  Defense  Fi- 
nance and  Accounting  Service,  and  the  other  Services  in  solving  the  department- 
wide  deficiencies. 
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Question  2  The  Air  Force  Audit  Agency  has  indicated  that  the  Air  Force  did  not 
Sec2u-n-  lia°lllties  ?r,  disclose  in  the  footnotes  to  the  financial  statements  at  least 
$6  6  billion  ot  potential  liabilities  for  environmental  pollution  claims,  cleanup  of  haz- 
ardous waste  sites,  and  individual  claims  and  cases  involving  litigation  against  the 
Air  Force.  This  is  important  financial  information  that  Congress  and  others  need 
to  know.  Why  was  this  $6.6  billion  not  recorded  or  disclosed?  Will  you  record  these 
liabilities  in  the  future? 

Answer.  The  Defense  Finance  and  Accounting  Service,  Denver  Center  notified  the 
Air  Force  by  the  memorandum  dated  24  May  1993  that  this  adjustment  needed  to 
be  recorded  in  the  FY92  financial  statements.  Our  11  June  1993  memorandum  to 
the  HQS,  Defense  Fiance  and  Accounting  Service,  along  with  DoD(C)  Accounting 
Policy  concurrence,  supported  the  inclusion  of  this  adjustment  into  the  FY92  finan- 
cial statements.  However,  the  Air  Force  was  later  notified  that  due  to  time  con- 
straints of  finalizing  both  the  publication  of  the  related  audit  reports  and  the  finan- 
cial statements,  this  adjustment  would  not  be  included.  These  liabilities  will  be  in- 
cluded in  the  footnotes  to  the  FY93  statements. 

Question  3.  Mr.  Beach,  similar  to  GAO's  finding  with  the  Army,  the  AFAA  found 
that  at  6  of  19  installations  reviewed,  the  required  reconciliations  between  civilian 
pay  and  personnel  records  were  not  completed.  To  me,  this  means  that  the  Air  Force 
does  not  know  whether  payments  being  made  by  the  civilian  payroll  system  are 
being  made  only  to  individuals  entitled  to  be  paid.  Why  haven't  these  reconciliations 
been  performed? 

Answer.  The  recommendations  made  by  AFAA  which  address  these  issues  were 
directed  to  the  Defense  Finance  and  Accounting  Service,  Denver  Center  (DFAS-DE). 
DFAS-DE  concurred  in  the  two  recommendations  and  recognized  that  the  reconcili- 
ation process  needed  improvement.  They  have  modified  the  regulations  and  proce- 
dures to  improve  the  reconciliation  process. 

Question  4.  And  even  where  reconciliations  have  been  made,  does  that  mean  that 
investigations  have  determined  whether  fraudulent  activity  has  occurred? 

Answer.  When  reconciliations  or  other  internal  control  measures  identify  account- 
ing errors  that  require  adjustment,  appropriate  corrections  are  made.  In  the  event 
that  a  more  serious  problem  is  discovered,  a  review  is  made  to  identify  the  causes 
and  appropriate  corrective  actions  are  taken. 

Question  5.  Have  you  looked  to  see  if  reconciliations  and  investigations  of  irreg- 
ularities have  taken  place  in  the  Air  Force  military  pay  system? 

Answer.  The  Defense  Accounting  and  Finance  Service,  Denver  acknowledged  in 
their  reply  to  the  audit  that  improvements  in  the  reconciliation  process  are  re- 
quired. They  have  modified  the  regulations  and  procedures  to  provide  for  an  "up- 
channel  reporting"  process  which  would  provide  more  visibility  and  emphasis  at  the 
MAJCOM  level,  thus  providing  a  mechanism  for  timely  and  accurate  assistance  to 
the  pay  and  personnel  offices. 


WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  LT.  GEN.  MERLE 
FREITAG  AND  THE  RESPONSES 

Question  1.  General  Freitag,  would  you  describe  briefly  in  more  detail  the  correc- 
tive actions  Army  has  made  since  last  year's  audit,  and  also  give  us  an  idea  of 
where  corrective  actions  that  Army  can  take  remain  unresolved? 

Answer.  The  Army  has  made  enormous  progress  in  addressing  the  problems  iden- 
tified by  the  General  Accounting  Office  (GAO)  during  the  pilot  project  of  the  Chief 
Financial  Officer's  (CFO)  Act.  To  begin  with,  in  August  1992  the  Army  chartered 
the  Senior  Level  Steering  Group,  which  meets  regularly  to  discuss  and  monitor  the 
progress  of  three  functional  sub-groups  (facilities,  logistics,  and  financial),  who  in 
turn,  monitor  the  progress  of  specific  initiatives. 

Over  the  course  of  the  last  year  we  have  tracked  and  worked  seventeen  issues 
resulting  from  the  GAO's  audit  of  the  Army's  fiscal  1991  operations.  Eight  of  the 
issues  are  in  the  logistics  arena,  four  deal  with  facilities,  and  five  are  financial.  To 
date,  five  remain  unresolved:  protecting  assets  from  deterioration,  asset  visibility, 
reconciling  real  property  and  accounting  records,  accountability  of  government  fur- 
nished property  and  abnormal  account  balances.  Three  of  these  five  issues  would 
benefit  from  DoD-wide  systemic  changes.  Such  changes  will  require  extensive  inter- 
actions with  communities  outside  the  financial  community  as  well  as  agreement  on 
appropriate  systems  changes.  Corrective  actions  have  either  been  implemented  or 
developed  for  the  other  twelve  issues.  The  staffs  of  the  Army  Auditor  General  and 
the  Army  Inspector  General  are  reviewing  these  actions  to  ensure  that  the  reported 
corrective  action  truly  addresses  the  "fix"  required  by  the  recommendation  and  that 
the  responsible  office  has  in  fact  performed  the  action  as  reported.  All  audit  results 
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will  be  reviewed  and  worked  to  resolution  within  the  Army's  continuing  CFO  Act 
implementation  process. 

The  Army  is  fixing  those  things  within  our  power  to  correct.  As  the  first  DOD 
element  to  participate  in  the  CFO  Act's  pilot  implementation  project,  the  Army  has 
broken  new  ground.  Physical  inventory  policy,  the  valuation  of  assets,  the  identifica- 
tion and  reporting  of  contingent  liabilities,  the  establishment  of  outcome-oriented 
performance  measures,  and  the  revamping  of  our  approach  to  management  control 
processes  are  examples  of  Army-led  initiatives. 

Question  2.  General  Freitag,  why  didn't  the  Army  reconcile  and  investigate  the 
significant  differences  noted  between  the  personnel  and  payroll  records? 

Answer.  As  noted  in  the  GAO  report,  the  Army  not  only  reported  verbally  and  in 
writing,  but  also  visited  Defense  Finance  and  Accounting  Service's  Denver  facility 
(DFAS-DE)  to  attempt  to  understand,  reconcile,  and  correct  apparent  deficiencies 
and  disconnects  in  both  Joint  Service  Software  (JSS)  Reports  and  departmental  ac- 
counting reports.  GAO,  in  fact,  was  provided  copies  of  virtually  all  of  tne  Army  docu- 
ments. Further,  the  Inspector  General  (DAIG),  field  offices,  and  commanders  ad- 
dressed similar  issues  during  this  time  frame.  Additionally,  field  commanders  pro- 
vided hundreds  of  man-months  of  support  at  DFAS-IN  (Indianapolis)  to  resolve  in- 
dividual pay  account  problems  in  FY  92.  Ultimately,  a  Process  Action  Team  was  es- 
tablished at  DFAS-IN  to  get  inside  the  system,  see  beyond  symptoms,  diagnose  the 
true  cause  of  problems  and  develop  procedures  to  correct  these  deficiencies.  No  ef- 
fort was  spared  in  attempting  to  resolve  the  issues.  The  matching  of  personnel 
records  and  finance  reports  during  this  transitional  time  was  suspended  by  DFAS- 
IN.  During  Operation  Desert  Shield/Desert  Storm,  a  very  large  number  of  Reserve 
members  were  activated.  The  pay  records  of  those  personnel  were  transferred  from 
the  Reserve  pay  system  to  the  active  pay  system.  However,  the  personnel  system 
was  not  similarly  modified.  Thus,  a  comparison  of  payroll  and  personnel  records 
would  have  produced  an  unmanageable  number  of  mismatches.  Shortly  after  the 
completion  of  Operations  Desert  Shield/Desert  Storm,  DFAS-IN  started  converting 
pay  accounts  for  active  duty  personnel  to  the  new  Joint  Service  Software  System. 
That  conversion  likewise  would  have  significantly  complicated  any  resumption  of 
the  matching  process.  The  combination  of  these  two  conditions  resulted  in  an  ex- 
tremely large  number  of  mismatches — which  exceeded  Defense  Finance  and  Ac- 
counting Service  and  Army  ability  to  conduct  meaningful  research.  However,  now 
that  the  conversion  to  the  Joint  Service  Software  System  has  been  completed,  the 
matching  process  has  been  reinstituted  and  worked  intensively  since  March  1993. 
Finally,  as  was  recognized  by  GAO,  the  DFAS  operates  the  Joint  Service  Software, 
while  the  Army  is  responsible  for  its  personnel  system.  This  lack  of  integration 
slowed  down  the  error  correction  process. 

Question  3.  Have  you  also  found  differences  in  the  civilian  payroll  system? 

Answer.  Extensive  work  has  not  been  done  in  the  civilian  payroll  systems  because 
of  the  nature  of  the  systems.  They  are  decentralized  and  integrated  into  the  ac- 
counting and  disbursing  systems  at  installation  level;  do  not  pay  as  many  individ- 
uals; and  are  primarily  under  the  control  of  the  local  commander.  Have  there  been 
instances  of  erroneous  payments,  incorrect  payments,  and  incomplete  transfers?  The 
answer  is  probably  yes,  but  the  ability  to  analyze,  correct,  and  reconcile  is  far  sim- 
pler and  responds  more  rapidly  because  while  the  software  is  not  changeable  at  the 
local  level,  the  ability  to  make  corrections  is  simpler  for  it  is  mostly  done  on-site. 

Question  4.  General  Freitag,  GAO  found  that  Army's  Facilities  System,  which  is 
used  to  record  and  report  real  property  at  installations,  did  not  contain  complete 
or  accurate  management  information.  For  example,  GAO  found  that  at  one  installa- 
tion there  were  five  off-base  family  housing  facilities  with  over  675,000  square  feet 
that  were  not  reported  in  the  Facilities  System.  Based  upon  GAO's  report,  I  am  con- 
cerned that  incomplete  and  inaccurate  information  is  being  used  on  the  quantity 
and  type  of  facilities  to  evaluate  base  realignment  and  closure  proposals.  What  is 
Army  doing  to  ensure  that  complete  and  accurate  information  is  being  used  to  make 
decisions  on  base  realignments  and  closures? 

Answer.  The  Army  has  a  strong  commitment  to  the  improvement  of  its  real  prop- 
erty inventory.  The  data  embodied  in  the  Headquarters  Integrated  Facilities  System 
(HQIFS)  reflects  the  best  available  status  of  that  inventory.  IFS  is  updated  quar- 
terly to  give  installations  repeated  opportunities  to  correct  errors  as  soon  as  pos- 
sible. A  new  system  (IFS-M)  which  is  a  quantum  improvement  in  user  interface  is 
now  being  fielded.  As  a  result,  we  are  seeing  significant  improvement  in  quality  as 
installations  are  able  to  better  input  and  process  data. 

Accuracy  of  the  inventory  has  been  repeatedly  stressed,  especially  in  light  of  its 
role  in  the  Base  Realignment  and  Closure  analytic  process.  Special  analysis  of 
HQIFS  took  place  before  the  BRAC  93  process  began,  and  Headquarters  Army 
(HQDA)  maintains  an  emphasis  on  high  quality  real  property  inventory  information. 
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Before  the  Army  leadership  makes  a  major  decision  on  facilities  analysis  or  real 
property,  HQDA  and  the  major  commands  (MACOMs)  validate  the  information  usu- 
ally through  site  visits.  No  decisions  are  made  solely  upon  HQIFS  data 

Current  efforts  include  the  following: 

a.  During  recent  Master  Planning  and  Real  Property  meetings  and  workshops 
(November/December  92  and  February/March  93)  Army  staff  real  property  person- 
nel stressed  to  MACOMs  and  installation  representatives  the  need  to  accomplish 
periodic  reviews  of  their  installation's  real  property.  The  importance  of  these  up- 
dates is  also  stressed  in  various  training  programs  for  Director  of  Engineering  and 
Housing  (DEH)  and  Director  of  Public  Works  (DPW)  master  planners  and  real 
property  managers. 

b.  The  Army  will  send  a  formal  directive  to  restate  the  Real  Property  review 
requirement  in  a  data  call  letter  to  the  field  (dispatch  by  24  August  1993)  direct- 
ing an  update  to  the  Army  worldwide  inventory  data  base  (HQIFS,  maintained 
at  the  Army  Center  for  Public  Works,  Fort  Belvoir,  Va.)  for  the  fourth  quarter  FY 
93  report  submission.  The  guidance  letter  will  be  addressed  to  all  Real  Property 
holding  MACOMs  throughout  the  world. 

The  letter  will  restate  the  regulatory  requirements  to  conduct  Real  Property  re- 
views and  surveys  as  reflected  in  existing  policy  and  regulations  (AR  420-17— Tri- 
ennial Real  Property  Inventory;  AR  405-70— Installation  Commander's  Annual 
Real  Property  Utilization  Survey  (ICARPUS)  due  annually  by  31  March  of  each 
year  to  GSA;  and,  Executive  Order  12512). 

The  letter  will  also  specifically  require  that  attention  be  paid  to  identifying  and 
correcting  any  errors  in  recorded  facility  classification,  facility  costs,  and  units  of 
measure  for  facilities  found  in  each  installation's  Real  Property  inventory. 

c.  The  Army  will  validate  that  MACOMs  and  installations  are  actually  doing 
these  reviews  by  visiting  randomly  selected  installations  for  a  field  audit.  Twelve 
such  review  trips  are  scheduled  for  the  FY  94  time  frame,  to  begin  in  October 
1993.  More  can  he  added  if  initial  validation  indicates  the  need  to  do  so. 
Question  5.  The  GAO  audit  indicates  that  problems  exist  with  the  cost  informa- 
tion in  the  facilities  system  and  in  the  construction-in-progress  accounting,  and  that 
this  problem  remains  unresolved  from  last  year's  audit.  As  a  result,  real  property 
reconciliations  were  not  performed  in  fiscal  year  1992  and  subsequent  periods.  Why 
hasn't  this  problem  been  fixed? 

Answer.  The  issue  of  tracking  construction-in-progress  is  being  addressed  in  the 
currently  ongoing  Army  review  of  the  DEH  and  DPW  organizations'  cost  accounting 
policy.  The  Army  is  working  with  the  Defense  Finance  and  Accounting  Service  to 
develop  appropriate  guidance  to  be  made  available  prior  to  FY  95.  They  will  meet 
soon  (4-5  August  1993)  to  discuss  development  of  formal  procedures  to  ensure  for 
the  proper  recording  of  construction-in-progress  projects  and  the  ultimate  disposi- 
tion of  those  projects  in  a  timely  manner  to  a  capitalization  account.  The  Army  has 
developed  an  interim  solution  to  provide  visibility  over  reconciliation  of  differences 
on  a  quarterly  basis.  It  will  be  tested  at  Fort  Lee,  Virginia  on  18  &  19  August  1993. 
Subject  to  success  it  will  be  sent  to  Army  installations  by  30  September  1993. 

Additionally,  a  formal  process  review  group  (with  HQDA,  MACOM,  and  DFAS 
representatives)  has  been  established  for  the  review  and  simplification  of  DEH/DPW 
business  practices,  with  emphasis  on  financial  management.  Since  its  creation  in 
February,  1993,  that  group  has  met  twice  to  work  financial  issues  associated  with 
real  property.  They  are  scheduled  to  meet  again  on  10-13  August  1993. 

Follow-up  business  practice  reviews,  to  ensure  that  procedures  are  being  followed, 
are  to  be  made  during  annual  scheduled  liaison  visits. 

Question  6.  General  Freitag,  as  a  result  of  inaccurate  information  in  the  facilities 
system,  specifically  the  category  codes  that  identify  the  facility  type,  the  budget  re- 
quests that  Army  prepares  for  real  property  maintenance  are  based  on  inaccurate 
information.  For  example,  if  a  golf  course  has  been  incorrectly  coded  as  a  sewage 
treatment  plant,  the  Army's  budget  for  maintenance  of  the  golf  course  would  have 
been  based  on  the  cost  of  maintaining  a  sewage  treatment  plant — not  a  golf  course. 
What  has  the  Army  done  since  the  GAO  has  identified  this  problem  to  identify  the 
amount  of  the  Army  budget  request  for  FY  94  that  is  incorrect  because  of  this  prob- 
lem? 

Answer.  The  Army  has  taken  no  action  to  adjust  the  amount  of  the  Army  budget 
request  for  FY  94  because  of  this  apparent  problem.  The  Army  feels  very  strongly 
that  the  amount  in  the  budget  request  is  reasonably  accurate  and  will  be  used  as 
indicated  in  the  budget  request.  Therefore,  the  budget  does  not  require  any  adjust- 
ment. Funds  requested  will  be  appropriately  applied  to  the  urgent  needs  of  the 
Army. 

Question  7.  What  is  the  Army  doing  to  fix  this  problem  to  ensure  that  the  infor- 
mation is  correct  in  the  future? 
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Answer.  During  recent  and  in  future  real  property  meetings  and  workshops  (No- 
vember/December 1992,  February/March  93  and  August  1993)  the  Army  staff  real 
property  personnel  have  stressed  and  will  stress  to  MACOMs  and  installations  alike 
the  need  to  accomplish  periodic  reviews  of  their  real  property. 

The  Army  will  formally  restate  the  real  property  review  requirement  in  a  data 
call  letter  to  its  installations  directing  an  update  to  Army  worldwide  inventory  (in 
the  Army's  HQIFS  data  base)  for  the  fourth  quarter  of  FY  93.  The  letter  is  sched- 
uled for  dispatch  by  15  August,  1993  to  all  real  property  holding  MACOMs  world- 
wide. The  letter  will  strongly  emphasize  the  regulatory  requirements  to  conduct  real 
property  reviews  and  surveys  as  reflected  in  existing  policy  and  regulations  (AR 
420-17 — Triennial  Real  Property  Inventory;  AR  405-70 — Installation  Commander's 
Annual  Real  Property  Utilization  Survey  (ICARPUS)  due  annually  by  the  31  MAR 
of  each  year  to  GSA;  and,  Executive  Order  12512).  Also,  the  letter  will  specifically 
require  that  attention  be  paid  to  identifying  and  correcting  any  errors  in  recorded 
facility  classification,  facility  costs,  and  units  of  measure  for  facilities  found  in  each 
installation's  real  property  inventory. 

The  Army  will  validate  that  MACOMs  and  installations  are  actually  doing  these 
reviews  by  visiting  randomly  selected  installations  for  a  field  audit.  Twelve  such  re- 
view trips  are  scheduled  for  FY  94  time  frame  (beginning  October  1993).  Additional 
trips  will  be  scheduled  if  initial  validation  indicates  the  need  to  do  so. 

The  Army  is  revising  its  procedures  to  collect  prior  year  actual  cost  data.  The  pro- 
cedures will  be  automated  and  will  extract  recorded  data  from  Army  Installation 
and  DEH  Integrated  Facilities  System-Modified  (IFS-M)  data  bases.  Trie  automated 
procedure  is  scheduled  to  be  tested  the  week  of  9  August  1993  at  several  Army  in- 
stallations. The  procedure  will  be  provided  Army  reporting  installations  during  Sep- 
tember 1993  for  use  in  reporting  FY  93  data.  Clarifying  guidance  on  data  to  De  re- 
ported and  how  it  is  to  be  generated  will  be  included  in  the  directive  calling  for  the 
submission  of  the  cost  report. 

The  specific  updated  guidance  for  the  preparation  of  the  Real  Property  Operations 
and  Maintenance  Requirements  Report  for  the  facility  engineer  functions  is  now 
being  developed.  The  procedures  also  will  be  in  an  automated  mode.  Most  of  the 
data  required  to  prepare  this  report  will  be  generated  from  the  DEH  Integrated  Fa- 
cilities System  data  base.  Although  the  procedure  is  currently  under  development, 
the  procedure  and  specific  guidance  on  now  to  use  the  automated  procedure  and 
prepare  the  report  is  scheduled  for  completion  in  April  1994.  This  will  allow  these 
new  procedures  to  be  used  to  submit  requirements  in  November  1994  for  the  FY 
96  President's  Budget  request  and  fiscal  years  beyond.  Pending  completion  of  the 
automated  procedure,  the  Army  will  direct  the  submission  of  this  report  in  Decem- 
ber 1993,  and,  as  appropriate,  will  include  additional  clarifying  guidance  on  how  to 
develop  the  requirements. 

Question  8.  General  Freitag,  GAO  found  that  Army's  system  for  reporting  and  ac- 
counting for  military  equipment  contained  incomplete  and  inaccurate  management 
information.  Of  course,  this  also  was  brought  up  in  last  year's  audit.  As  a  result, 
GAO  says  the  Army  does  not  have  reliable  information  concerning  the  quantity, 
type  and  location  of  its  military  equipment.  Your  testimony  indicates  difference  with 
GAO.  Would  you  please  address  the  specific  points  with  which  you  disagree  with 
GAO  and  explain  the  reasons  why? 

Answer.  The  GAO  stated  that  the  Continuing  Balance  System-Expanded  (CBS- 
X)  is  the  Army's  single  consolidated  equipment  reporting  and  accountability  system. 
CBS-X  is  not  an  accounting  system  for  Army  equipment,  but  a  visibility  system 
which  portrays  the  on-hand  balances  of  various  accountable  records  in  the  Army. 
CBS-X  is  not  the  Army's  single  consolidated  visibility  system.  Additionally,  there 
are  separate  systems  for  items  such  as  classified  communications  security  equip- 
ment, ammunition  and  missiles.  At  the  time  of  the  release  of  the  report,  CBS-X 
compatibility  rate  was  94%  versus  a  goal  of  95%.  This  rate  has  been  steadily  im- 
proving since  Operation  Desert  Storm.  The  GAO  report  implies  that  all  of  the  infor- 
mation in  CBS-X  is  unreliable. 

Question  9.  General  Freitag,  one  of  the  most  disturbing  points  made  in  GAO's  re- 
ports is  that  many  of  the  problems  resulted  from  personnel  failing  to  comply  with 
established  internal  control  and  accounting  policies  and  regulations.  For  example, 
GAO  reported  that  required  physical  inventories  were  not  conducted  and  required 
account  reconciliations  were  not  performed.  This  issue  is  not  new  to  the  Army  or 
DOD.  Does  this  indicate  a  breakdown  in  top  Army  management  commitment  to  ad- 
hering to  established  policies  and  procedures? 

Answer.  No.  The  Army's  leadership  is  committed  to  ensuring  compliance  with  es- 
tablished policies  and  procedures.  The  Secretary  of  the  Army's  message  to  all  major 
commanders  and  HQDA  staff  principals  on  management  controls  in  August  1992  (in 
the  wake  of  the  first  GAO  report)  clearly  conveyed  his  emphasis  on  effective  Federal 
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Management  Financial  Integrity  Act  (FMFIA)  implementation  and  his  expectation 
of  their  active  participation  and  active  support.  This  message  has  had  a  substantial 
impact,  as  evidenced  by  greater  involvement  by  senior  Army  commanders  and  man- 
agers in  the  management  control  process  and  increased  reporting  of  management 
control  deficiencies. 

As  with  any  maior  change  (and  especially  a  major  cultural  change),  this  effort  will 
take  time  and  will  require  sustained  support  by  senior  leadership.  The  current  lead- 
ership understands  the  importance  of  an  effective  management  control  process,  and 
looks  forward  to  added  support  from  the  next  Secretary  of  the  Army.  The  Army  also 
has  worked  closely  with  GAO  and  has  taken  the  lead  in  implementation  of  the  Chief 
Financial  Officers'  Act,  and  it  will  be  a  proactive  participant  in  the  recently  estab- 
lished DOD  Senior  Financial  Management  Oversight  Council. 

Question  10.  What  does  the  Army  intend  to  do  to  ensure  that  many  of  the  basic 
internal  control  procedures  are  performed? 

Answer.  The  Office  of  the  Assistant  Secretary  of  the  Army  (Financial  Manage- 
ment) conducted  an  extensive  assessment  of  the  current  management  control  proc- 
ess and  developed  a  proposal  to  substantially  restructure  that  process.  The  proposal 
was  sent  to  the  Army  staff  for  comment  and  received  wide-spread  acceptance.  Once 
several  remaining  issues  have  been  resolved,  we  will  develop  and  implement  a  mile- 
stone plan  for  changing  to  the  new  process,  with  full  implementation  targeted  for 
1  October  1994. 

In  general,  the  new  process  seeks  to  capitalize  on  those  facets  of  the  current  proc- 
ess that  have  worked  and  to  correct  those  aspects  which  have  been  less  successful. 
The  goal  is  to  promote  a  sense  of  "ownership"  in  managers  and  commanders  for  the 
management  control  process  and  to  help  them  embed  a  management  control  orienta- 
tion into  their  ongoing  management  review  processes  (an  approach  fostered  by 
OMB).  We  hope  to  reduce  administrative  requirements  where  possible,  state  the 
basic  requirements  in  clear  and  unambiguous  terms,  and  provide  commanders  and 
managers  with  some  flexibility  in  how  they  meet  these  requirements. 

Question  11.  How  will  the  Army  ensure  that  responsible  managers  are  held  ac- 
countable for  performing  these  basic  control  requirements? 

Answer.  The  new  management  control  process  discussed  above  is  intended  to  in- 
crease the  accountability  of  Army  commanders  and  managers  for  the  effectiveness 
of  their  management  controls.  In  addition,  continued  emphasis  by  the  DOD  and 
Army  senior  leadership  should  ensure  that  management  controls  receive  priority  at- 
tention at  all  levels. 

Question  12.  Does  the  Army  intend  to  take  disciplinary  action  related  to  the  nu- 
merous cases  of  non-compliance  with  established  policies  that  GAO  has  pointed  out? 

Answer.  Disciplinary  action  is  appropriate  where  employees  clearly  understand 
their  management  control  responsibilities,  have  the  appropriate  management  con- 
trols and  the  capability  to  use  them  but  simply  fail  to  do  so.  In  such  cases,  discipli- 
nary action  would  be  appropriate  and  should  be  carried  out  by  military  and  civilian 
managers  in  the  chain  of  command.  There  are  several  concerns,  however,  with  rely- 
ing solely  on  disciplinary  action. 

In  many  cases  the  issue  is  not  one  of  assigning  blame  for  clear-cut  acts  of  non- 
compliance since  other  factors  contribute  significantly  to  the  problem.  Policies  or 
procedures  may  not  be  clearly  understood,  whether  due  to  inadequate  training,  to 
misinterpretation,  to  antiquated  Army-wide  standard  automated  systems,  or  to  the 
inadequacy  in  the  policies  and  procedures  themselves.  All  too  often,  the  fundamen- 
tal problem  is  a  severe  imbalance  between  the  resources  available  and  the  workload 
associated  with  assigned  military  missions  and  other  mandated  programs. 


WRITTEN  QUESTIONS  FROM  CHAIRMAN  GLENN  TO  GARY  AMLIN  AND  THE 

RESPONSES 

Question  1.  Mr.  Amlin,  why  didn't  the  Army  reconcile  and  investigate  the  signifi- 
cant differences  noted  between  the  personnel  and  payroll  records? 

Answer.  With  regard  to  the  issue  of  reconciling  the  differences  between  the  pay 
and  personnel  files,  during  the  October-November  1991  timeframe  the  DFAS  Indi- 
anapolis Center  (DFAS-IN)  managers  suspended  the  process  for  three  main  rea- 
sons. 

1.  Operation  Desert  Shield/Desert  Storm  (DS/DS)  contributed  significantly  to 
the  situation.  Due  to  the  very  large  number  of  Army  Reserve  soldiers  who  were 
mobilized  during  DS/DS,  the  pay  files  for  the  activated  soldiers'  units  were  trans- 
ferred from  the  Army's  reserve  pay  system  to  the  active  duty  pay  system.  The 
process  did  not  provide  for  an  automated  transfer  of  the  soldiers'  corresponding 
records  from  the  Army's  reserve  personnel  system  to  the  active  personnel  system. 
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Since  the  Reservists  were  not  on  the  Army's  active  duty  personnel  system  data 
base,  extremely  large  numbers  of  mismatches  were  created  when  the  two  files 
were  subsequently  compared  for  the  routine  pay  and  personnel  file  match.  These 
mismatches  in  turn  overloaded  the  local  Army  finance  office's  ability  to  research 
and  reconcile  differences.  Additionally,  continuous  shifting  of  DS/DS  personnel,  in 
many  instances,  fragmented  and  distracted  the  supporting  personnel  office's  abil- 
ity to  properly  execute  their  reconciliation  efforts. 

2.  Changing  the  pay  system  which  supports  Army's  soldiers  compounded  the 
issue  even  further.  In  August  1991,  DFAS-IN  started  converting  soldiers'  pay  ac- 
counts to  the  DoD  standard  military  pay  system,  Joint  Service  Software  (JSS). 
Performing  the  pay  and  personnel  matches  using  two  completely  different  pay 
systems  during  this  conversion  period  was  extremely  difficult  to  accomplish  for 
DFAS-IN  and  Army's  finance  offices. 

3.  Demobilization  of  DS/DS  and  the  accompanying  DoD  drawdown  (strength  re- 
ductions) made  the  reconciliation  process  even  more  difficult  to  execute.  The 
Army's  demobilization  and  drawdown  created  personnel  turbulence  in  the  form  of 
unit  consolidations,  backlogs  in  processing  separations,  and  major  transfers  be- 
tween active  duty  and  reserve  components.  These  changes  in  soldiers'  status  com- 
plicated an  already  overburdened  manual  reconciliation  process.  These  problems 
were  further  compounded  by  reductions  in  the  personnel  and  finance  offices  with- 
out regard  to  the  increase  in  workload  directly  attributable  to  the  demobilization 
and  drawdown. 

Question  2.  Can  you  assure  me  that  until  the  payroll  and  personnel  systems  are 
integrated  Army  will  continue  to  periodically  compare  its  personnel  files  with  the 
payroll  files  maintained  by  DFAS  and  that  Army  will  reconcile  and  investigate  all 
significant  differences  noted  between  the  two  sets  of  records? 

Answer.  Yes.  Procedures  are  in  place  and  are  being  followed  that  require  periodic 
comparison  of  payroll  and  personnel  records  and  research  of  the  differences. 

Question  3.  Have  you  also  found  differences  in  the  civilian  payroll  system? 

Answer.  File  reconciliations  are  the  responsibility  of  local  personnel  and  payroll 
offices  for  the  Department  of  the  Army.  A  data  listing  is  available  in  the  primary 
Army  payroll  system,  STARCIPS,  to  perform  a  manual  comparison  of  data.  An  auto- 
mated reconciliation  process  is  being  developed  to  match  data  between  STARCIPS 
and  the  Army  Civilian  Personnel  System.  This  software  will  be  released  in  FY  1994. 
The  report  from  this  process  will  be  used  by  the  personnel  community  to  correct  any 
discrepancies.  As  payroll  accounts  are  converted  to  standard  pay  systems,  reconcili- 
ations are  performed  between  personnel  and  payroll  data.  Any  discrepancies  noted 
are  corrected  by  either  the  payroll  or  personnel  staff. 

Question  4.  Mr.  Amlin,  GAO's  analysis  of  improper  Army  payroll  disbursements 
was  based  only  on  the  September  1992  payroll.  What  actions  have  you  taken  to 
identify  overpayments  to  other  individuals  which  occurred  both  before  and  after  that 
time? 

Answer.  We  are  completing  a  100  percent  review  of  all  discrepancies  identified  in 
our  May  1993  reconciliation,  which  incorporates  any  discrepancies  created  between 
September  1992  and  May  1993  not  already  reconciled.  Likewise,  we  are  also  using 
computerized  searches  to  locate  any  accounts  with  dates  of  separation  posted  retro- 
actively to  the  JSS  pay  system  since  these  retroactive  postings  generate  overpay- 
ments. Additionally,  we  now  send  bi-monthly  listings  to  our  field  finance  offices  and 
require  100  percent  review  of  these  discrepancies.  DFAS  also  receives  information 
each  month  on  accounts  separated  from  the  Army's  personnel  system.  If  an  active 
pay  account  is  found  as  a  result  of  this  process,  pay  is  suspended  immediately  until 
the  account  can  be  verified.  We  have  also  provided  procedural  guidance  to  our  field 
finance  offices  on  additional  internal  controls  required  to  be  completed  each  month, 
to  include  review  of  the  Unit  Commanders  Financial  Report  and  100  percent  audit 
of  any  leave  and  earnings  statement  returned  as  undeliverable.  We  are  also  evaluat- 
ing our  other  pay  systems,  to  include  both  civilian  and  retired  pay,  to  identify  any 
internal  control  weaknesses  which  will  prevent  or  detect  potential  overpayments. 

Question  5.  Mr.  Amlin,  since  this  problem  has  been  identified,  what  has  DFAS 
done  to  ensure  that  the  same  situation  does  not  exist  in  the  Air  Force  and  the 
Navy? 

Answer.  We  have  a  sophisticated  systems  interface  between  the  DFAS  military 
pay  system  and  the  Air  Force  personnel  system  that  helps  ensure  agreement  be- 
tween personnel  and  payroll  records.  For  example,  transactions  move  daily  from  the 
Air  Force  personnel  system  to  the  DFAS  pay  system  to  specifically  confirm  gains 
and  losses  of  military  members'  accounts.  Additionally,  the  Air  Force  and  DFAS 
jointly  perform  12  reconciliations  on  preselected  data  elements  semiannually.  Also, 
we  also  perform  pay  and  personnel  reconciliations  with  our  other  payroll  systems, 
i.e.,  active,  retired,  and  reserve. 
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Monthly  comparisons  are  made  between  Navy's  personnel  files  and  our  payroll 
records.  The  Bureau  of  Naval  Personnel  receives  a  file  of  all  officer  records  with  dis- 
crepancies and  one  third  of  all  enlisted  records  with  discrepancies  which  are  sent 
to  the  servicing  support  activity  in  the  field.  For  example,  for  a  recent  month,  29 
enlisted  records  and  12  officer  records  were  identified  for  research. 

Question  6.  Mr.  Amlin,  GAO  reported  that  significant  differences  exist  between 
the  DBOF's  disbursements  reported  by  Defense  and  those  reported  by  Treasury.  The 
difference  between  the  two  sets  of  records,  as  of  September  30,  1992,  was  about 
$558  million.  For  fiscal  year  1992,  the  monthly  difference  ranged  from  $83  million 
to  $1.6  billion,  with  the  average  difference  being  about  $900  million.  What  is  De- 
fense doing  to  clean  up  its  books  and  correct  this  problem? 

Answer.  The  statement  of  the  GAO  is  misleading.  The  differences  reported  by 
GAO  are  the  float  between  organizations  that  make  disbursements  and  organiza- 
tions that  account  for  the  status  of  funds  being  disbursed.  That  float  exists  because 
disbursing  is  separated  from  accounting  for  a  large  part  of  DoD's  business.  DoD 
makes  accelerated  reports  of  disbursements  to  Treasury.  Then,  the  status  of  funds 
reports  are  prepared  which  also  reflect  the  disbursements  for  individual  appropria- 
tions. Adjusting  entries  (normal  in  any  accounting  system)  are  made  at  depart- 
mental level  to  reflect  disbursements  on  the  consolidated  status  of  funds  reports 
(not  yet  recorded  on  feeder  reports  from  accounting  offices)  to  accurately  reflect  all 
disbursements  actually  made  and  reported  to  Treasury  as  of  the  cut  off  dates  for 
reports.  These  adjustments  are  somewhat  like  uncleared  transactions  encountered 
in  reconciling  personal  bank  accounts.  In  addition  to  the  normal  float,  the  condition 
is  exacerbated  by  accumulated  errors  which  require  extraordinary  research  effort 
and  time  to  correct. 

Question  7.  Mr.  Amlin,  I  am  told  that  the  Air  Force  has  had  trouble  for  years  com- 
puting payroll  taxes  it  owes  IRS  using  the  JSS  system.  Why  wasn't  this  and  other 
problems  fixed  before  JSS  was  implemented  for  the  Army? 

Answer.  The  outdated  hardware  and  software  supporting  the  old  Army  pay  sys- 
tem was  in  serious  risk  of  failing  when  the  feasibility  study  of  converting  Army  ac- 
counts to  JSS  was  completed.  In  May  1991  hardware  failures  allowed  only  one  third 
of  the  scheduled  processing  updates  to  be  completed.  In  June  1991  there  were  only 
four  (of  the  scheduled  20)  updates.  The  decision  to  deploy  JSS  recognized  these 
problems,  but  the  real  possibility  of  a  collapse  of  the  Army  pay  system  required  ac- 
tion prior  to  correcting  all  known  problems.  Furthermore,  Operation  Desert  Shield/ 
Storm  (DS/DS)  introduced  many  unforeseen  complications  which  added  new  system 
issues.  The  effort  to  modify  JSS  was  delayed  by  overriding  DS/DS  system  change 
requirements  and  the  problem  was  compounded  by  taxable  income  adjustments  re- 
lated to  implementation  of  a  new  set  of  rules  for  the  combat  zone  tax  exclusion  enti- 
tlement. JSS  was  changed  to  correct  these  automated  reports  in  April  1993  and  ad- 
ditional systems  changes  to  enhance  tax  reporting  are  projected  through  November 
1994.  We  have  provided  guidance  to  our  staff  to  ensure  we  minimize  reporting  prob- 
lems to  the  IRS. 

Question  8.  Mr.  Amlin,  GAO  reports  that  some  $40  million  in  withheld  taxes  for 
Army  payroll  were  not  provided  to  IRS.  If  you  did  not  remit  all  you  should  have 
to  IRS,  did  you  spend  them  on  something  else?  If  so,  on  what? 

Answer.  DFAS-IN  has  remitted  to  the  IRS  on  June  29,  1993,  the  required  tax  de- 
posits. No  funds  were  diverted  for  other  purposes. 


WRITTEN  QUESTION  FROM  SENATOR  SASSER  TO  ROBERT  J.  LIEBERMAN 

AND  THE  RESPONSE 

Question.  Mr.  Lieberman,  it  is  very  fitting  that  the  Office  of  the  Inspector  General 
of  the  Department  of  Defense  is  involved  in  the  effort  to  establish  accountability  in 
the  Pentagon.  However,  if  the  IG  is  to  contribute  to  this  process,  your  office  must 
also  be  accountable — and  above  all  credible.  Accordingly,  I  would  like  to  know  why 
the  DoD  IG  report  on  the  C-17,  released  in  January  by  acting  Inspector  General, 
Derek  J.  Vander  Schaaf,  did  not  conclude  that  there  had  been  extensive  DoD  in- 
volvement in  the  management  of  the  C-17  program.  Using  the  same  documents  as 
the  DoD  IG,  Mr.  Nordquist's  Air  Force  Review  Team  was  able  to  document  that  the 
DoD  was  fully  involved  in  the  decisions  under  scrutiny.  Some  have  suggested  that 
the  DoD  IG  report  sought  to  obscure  DoD  culpability.  After  examining  the  Air  Force 
Review,  are  you  able  to  characterize  the  DoD  IG  Report  on  the  C-17  as  intellectu- 
ally honest?  I  would  appreciate  as  detailed  an  account  as  possible  between  the  two 
reports.  Why  are  two  reports  based  on  the  same  documentation  at  such  variance? 

Answer.  We  stand  by  the  facts  presented  and  the  conclusions  drawn  in  our  report. 
I  definitely  continue  to  believe  that  our  report  was  thoroughly  accurate  and  intellec- 
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tually  honest.  For  the  past  few  months,  our  subject  matter  experts  were  fully  occu- 
pied by  their  participation  in  the  Defense  Science  Board  review  of  the  C-17  trans- 
port program.  Now  that  the  review  is  essentially  complete,  they  are  preparing  a 
comprehensive  formal  analysis  of  Mr.  Nordquist's  conclusions  and  allegations.  Our 
analysis  has  progressed  to  the  point  where  we  can  justifiably  reiterate  our  con- 
fidence in  the  validity  of  our  report,  despite  the  Nordquist  attempt  at  rebuttal.  We 
intend  to  publish  our  analysis  in  September  1993  and  copies  will  be  provided  to  the 
Subcommittee.  We  would  be  happy,  at  that  time,  to  meet  with  you  to  discuss  the 
facts  of  this  matter  in  depth. 


WRITTEN  QUESTION  FROM  SENATOR  COHEN  TO  ROBERT  J.  LIEBERMAN 

AND  THE  RESPONSE 

Question.  In  your  statement  you  mentioned  a  misreporting  of  "intrafund"  trans- 
actions. Are  these  transactions  the  result  of  interagency  agreements  between  DoD 
departments? 

Answer.  The  transactions  to  which  I  am  referring  occur  within  the  DBOF,  which 
had  33  business  areas  at  the  end  of  FY  1992.  The  various  DoD  components  have 
transactions  with  each  other  either  within  a  single  DBOF  business  area  or  between 
business  areas.  An  intrafund  transaction  occurs,  for  example,  when  Navy  Printing 
and  Publications,  one  of  the  DBOF  business  areas,  sells  printing  services  to  Air 
Force  Supply  Management,  another  DBOF  business  area.  There  may  or  may  not  be 
a  formal  interagency  agreement  involved,  in  the  generally  accepted  use  of  that  term. 

Good  accounting  procedures  require  that,  in  preparing  financial  statements, 
intrafund  transactions  be  identified  and  treated  in  one  of  two  ways:  either  the  trans- 
actions can  be  summarized  in  a  footnote  to  the  financial  statements,  or  the  effect 
of  the  transactions  can  be  eliminated  from  the  financial  statements  through  elimi- 
nating entries.  Our  audit  found  that  the  intrafund  transactions,  which  DBOF  man- 
agement estimated  to  total  about  $18  billion,  were  not  being  identified  by  the  DBOF 
managers  or  reported  properly  using  one  of  the  two  acceptable  methods. 
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